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PENSION ISSUES

TUESDAY, MARCH 23, 1999

House OoF REPRESENTATIVES,
CoMMITTEE ON WAYS AND MEANS,
SUBCOMMITTEE ON OVERSIGHT,
Washington, DC.
The subcommittee met, pursuant to notice, at 3:00 p.m., in room
B-318, Rayburn House Office Building, Hon. Amo Houghton (chair-
man of the subcommittee) presiding.
[The advisory announcing the hearing follows:]
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ADVISORY

FROM THE COMMITTEE ON WAYS AND MEANS

FOR IMMEDIATE RELEASE CONTACT: (202) 225-7601
March 16, 1999
No. OvV-4

Houghton Announces Hearing on
Pension Issues

Congressman Amo Houghton (R-NY), Chairman, Subcommittee on Oversight of
the Committee on Ways and Means, today announced that the Subcommittee will
hold a hearing on pension issues. The hearing will take place on Tuesday, March
23, 1999, in room B-318 Rayburn House Office Building, beginning at 3:00 p.m.

In view of the limited time available to hear witnesses, oral testimony at this
hearing will be from invited witnesses only. Witnesses will include officials from the
U.S. Department of the Treasury, the Pension Benefit Guarantee Corporation, and
representatives from organizations knowledgeable about pension issues. However,
any individual or organization not scheduled for an oral appearance may submit a
written statement for consideration by the Committee and for inclusion in the print-
ed record of the hearing.

BACKGROUND:

The importance of the private pension system stems from its role in the tradi-
tional model of retirement income security, often visualized as a three-legged stool,
supported by Social Security, employer-sponsored retirement plans, and personal
savings. For example, in 1993, 67 million workers (57 percent of all workers) worked
for an employer that sponsored a retirement plan, but at the same time, over 50
million workers did not participate in a retirement plan.

The Federal Government historically has sought to encourage the growth of pri-
vate pension plans by providing favorable tax treatment to them. As early as 1921,
the tax law exempted from taxation the interest earned by profit-sharing pension
plans. Since then, the tax law has evolved into a complex array of provisions de-
signed both to encourage employers to establish private retirement plans, as well
as to influence their contents and features. The structure of the current pension tax
law attempts to balance competing objectives. The policy of encouraging the estab-
lishment of pension plans often is tempered by provisions to limit plan designs that
might unduly benefit a few highly-paid employee.

The cumulative effect of including numerous policy objectives in the pension tax
law has been to make it more complex. The pension tax law places limits on con-
tribution amounts, benefits levels, and funding amounts. It imposes special rules for
treating “key” employees earning $65,000 or more annually, as well as “highly com-
pensated employees” earning $80,000 or more annually. The tax law also imposes
requirements regarding pension plan coverage and nondiscrimination rules. The
nondiscrimination rules apply a set of mechanical rules to curb the operation of a
plan which might otherwise unduly benefit a small number of well-paid executives.

In announcing the hearing, Chairman Houghton stated: “The private pension sys-
tem is the cornerstone of a secure retirement for most people. Congress should ex-
plore how it can improve the features of existing pension plans as well as encourage
more employers to sponsor retirement plans for their employees. The objective is to
make a good pension system even better by having more workers participating in
retirement plans with even better features.”



FOCUS OF THE HEARING:

The Subcommittee will examine employer coverage and employee participation
issues, particularly for low-income and part-time workers, women and others who
may not be adequately served by current law. The Subcommittee will also explore
ways to remove burdensome regulatory requirements, improve the level of benefits
that workers may accrue towards their retirement, and improve the portability of
pension benefits by removing artificial barriers which prevent workers from rolling
over their benefits among pension plans.

DETAILS FOR SUBMISSION OF WRITTEN COMMENTS:

Any person or organization wishing to submit a written statement for the printed
record of the hearing should submit six (6) single-spaced copies of their statement,
along with an IBM compatible 3.5-inch diskette in WordPerfect 5.1 format, with
their name, address, and hearing date noted on a label, by the close of business,
Tuesday, April 6, 1999, to A.L. Singleton, Chief of Staff, Committee on Ways and
Means, U.S. House of Representatives, 1102 Longworth House Office Building,
Washington, D.C. 20515. If those filing written statements wish to have their state-
ments distributed to the press and interested public at the hearing, they may de-
liver 200 additional copies for this purpose to the Subcommittee on Oversight office,
room 1136 Longworth House Office Building, by close of business the day before the
hearing.

FORMATTING REQUIREMENTS:

Each statement presented for printing to the Committee by a witness, any written statement
or exhibit submitted for the printed record or any written comments in response to a request
for written comments must conform to the guidelines listed below. Any statement or exhibit not
in compliance with these guidelines will not be printed, but will be maintained in the Committee
files for review and use by the Committee.

1. All statements and any accompanying exhibits for printing must be submitted on an IBM
compatible 3.5-inch diskette in WordPerfect 5.1 format, typed in single space and may not ex-
ceed a total of 10 pages including attachments. Witnesses are advised that the Committee will
rely on electronic submissions for printing the official hearing record.

2. Copies of whole documents submitted as exhibit material will not be accepted for printing.
Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material
not meeting these specifications will be maintained in the Committee files for review and use
by the Committee.

3. A witness appearing at a public hearing, or submitting a statement for the record of a pub-
lic hearing, or submitting written comments in response to a published request for comments
by the Committee, must include on his statement or submission a list of all clients, persons,
or organizations on whose behalf the witness appears.

4. A supplemental sheet must accompany each statement listing the name, company, address,
telephone and fax numbers where the witness or the designated representative may be reached.
This supplemental sheet will not be included in the printed record.

The above restrictions and limitations apply only to material being submitted for printing.
Statements and exhibits or supplementary material submitted solely for distribution to the
Members, the press and the public during the course of a public hearing may be submitted in
other forms.

Note: All Committee advisories and news releases are available on the World
Wide Web at ‘HTTP://WWW.HOUSE.GOV/WAYS MEANS/.

The Committee seeks to make its facilities accessible to persons with disabilities.
If you are in need of special accommodations, please call 202—-225-1721 or 202—-226—
3411 TTD/TTY in advance of the event (four business days notice is requested).
Questions with regard to special accommodation needs in general (including avail-
ability of Committee materials in alternative formats) may be directed to the Com-
mittee as noted above.
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————

Chairman HouGHTON. The hearing will come to order. Thank
you very much.

Good afternoon, ladies and gentleman, and welcome to our hear-
ing to explore current pension issues.

The private pension system, to give you a little bit of back-
ground, is the cornerstone of retirement security for most working
Americans. The private pensions, along with social security and
personal savings, are the three traditional components of a person’s
retirement income. And we can improve the standard of living for
our retirees by strengthening that private pension system.

Congress recognized the desirability of promoting private pen-
sions as early as 1921, when it enacted favorable tax treatment for
the interest income of pension plans. Since then, Congress has ex-
panded, reformed, refined, amended, and tinkered with pension tax
law numerous times. Some changes were meant to expand cov-
erage. Some changes were meant to curb the possible abuse of pen-
sion rules. Finally, some changes were meant to influence the con-
tent and features of pension plans. Recent changes were meant to
raise revenue as part of some omnibus deficit reduction budget Act.

While each of the separate changes made over the years had a
legitimate purpose, the cumulative effect has been to make the
pension law overly complex. The real harm, of course, which com-
plexity causes is that employers may shy away from establishing
pension plans. In such cases, the real losers are employees of the
business owner who decides not to establish a qualified retirement
system.

Last year, this subcommittee held two hearings which explored
how best to achieve several pension objectives. First, how to sim-
plify the pension law. Second, how to encourage employers to estab-
lish pension plans for their workers. Third, how to improve the
level of income security for participants in pension plans. And,
fourth, how to address the special needs of caregivers who often are
women, whose work history may have several major breaks in their
service.

So today the subcommittee will continue the pension plan over-
sight which it began last year. There are numerous ways to achieve
our pension objectives. Our colleagues Robert Portman, who sits to
my right, and Ben Cardin—well, I'm not sure he’s here yet—have
introduced H.R. 1102, the Comprehensive Retirement, Security,
and Pension Reform Act. And our colleague Richard Neal, who is
sitting over here to my left, has introduced H.R. 1213, which in-
cludes a number of the administration’s proposals. So | hope that
today’s hearing will improve our understanding of the issues and
help lay the groundwork for further progress in the 106th Con-
gress.

I look forward to hearing the testimony of today’s witnesses and
I would like to recognize Mr. Coyne, the ranking Democrat on the
committee.

Mr. CovyNE. Thank you, Mr. Chairman. Today the Oversight Sub-
committee is going to focus on one of the most critical issues facing
American workers and their families: pension coverage and saving
for the future. Retirement income is a concern to all Americans,
whether they are currently retired, planning for retirement, or wor-
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rying about the economic stability of their retired parents and
grandparents.

As the Ways and Means Committee discusses Social Security re-
form in a broader sense, we should not lose sight of the larger re-
tirement security picture, which includes pensions and retirement
savings. Some of the recent proposals to create individual invest-
ment accounts may be most appropriately considered in the context
of our pension system rather than the Social Security reform effort.

About half of all American workers—about 50 million people in
all—are without pension coverage. When many of these workers re-
tire, they and their spouses will have to depend on modest Social
Security payments, their personal savings, and the generosity of
friends and family just to get by.

In the district that | represent, 43 percent of the people who are
retired are pensionless, except for Social Security. Social Security
checks, which average less than $750 a month in Pennsylvania, are
all many of them have to live on.

As we think about retirement income and Social Security reform,
we must remember that three-fourths of the elderly poor are
women. One of the primary reasons for the disproportionate share
and the number of elderly women in poverty is their dispropor-
tionate lack of private pension coverage. Women tend to move in
and out of the work force more than men, work at home more, and
earn less for the work that they do. All of these factors make them
more likely than men to have very small pensions or none at all.
This gap does not appear to be going away as more women are
working and studies have shown that, even when factors like edu-
cation and profession are taken into account, women are less likely
to have significant pensions.

The Teresa and John Heinz Foundation has been a leader in call-
ing attention to the plight of women and other groups of pension-
less workers and in promoting retirement savings within this popu-
lation group. This is just one of the many philanthropic initiatives
that the Heinz Foundation has undertaken. The Foundation’s en-
deavors benefit both the Commonwealth of Pennsylvania and the
Nation as a whole. Accordingly, I am particularly pleased that Te-
resa Heinz will be testifying at the hearing today.

Today we will also discuss various proposals and approaches to
expanding pension coverage and simplifying our pension and re-
lated tax rules. It is my hope that the testimony and views of the
Treasury Department will provide us with some historical perspec-
tive on our current laws, tax-related pension rules, as well as the
administration’s position on various proposals for reform. And, as
the chairman has pointed out, our colleagues, Congressmen Neal,
Portman, and Cardin, have proposals before the committee and |
look forward to hearing more about them.

I thank Chairman Houghton for holding this hearing and I want
to recognize his long-standing commitment to adopting pension pol-
icy changes that will help the average worker secure a safe retire-
ment. Thank you.

Chairman HoucgHTON. Thanks very much, Mr. Coyne. Mr.
Portman, would you like to deliver an opening statement?

Mr. PorRTMAN. | thank the Chairman. | will be brief. First, |
thank you very much for holding this very important hearing and
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for the witnesses that we have before us today, thank you. I am
looking forward to hearing from all three panels.

We find ourselves in a retirement squeeze and it is because peo-
ple are living longer, saving less, and we have 76 million baby
boomers starting to retire in only 10 short years. And it is very im-
portant that we prepare for that. Neither the private nor public
system are ready for it. We must, as Mr. Coyne said, focus on So-
cial Security, the fiscal problems. We will. Another subcommittee
of this committee is working on this. And it is very important for
the President and the Congress to roll up their sleeves and do that.

But we also have to remember that Social Security was never in-
tended to meet all the financial needs of retirement and, for most
Americans it does not. Rather, along with private savings and pen-
sions, the three legs that Mr. Houghton talked about in his state-
ment, we support Americans in their retirement years. And all is
not well with the pension leg. Mr. Coyne talked about the fact that
only half of workers have a pension plan. That is a tragedy. That
is something we need to focus on in this subcommittee and with
our work. That means that about 60 million Americans don’'t have
access to one of the key components to retirement. And for small
businesses this is far worse, of course. Only 19 percent of small
businesses, those with under 25 employees, offer any kind of pen-
sion retirement plan at all.

The personal savings rate in our country, as we know, is at its
lowest rate in years—since 1933. In fact, we now believe that baby
boomers, as a rule, only have about 40 percent of the savings they
will need for a comfortable retirement.

It is for all these reasons that we introduced, Mr. Chairman,
H.R. 1102. Ben Cardin, | think, has joined us now. He is my co-
sponsor on H.R. 1102. We have also got an influential and dynamic
bipartisan team with us, including Chairman Houghton, signifi-
cantly. But it is a group of members who have been involved in
pensions over the years and we have kept this bipartisan from the
start and intend to continue to do so.

The bill does knock down the barriers you talked about to try to
simplify our laws. It raises the limits to let people set aside more
of their earnings, and creates new incentives for small businesses
which we are going to talk about today. It has a special catch-up
provision to help workers for the years they spent outside of the
work place, especially | think appropriate for those who have been
working moms and returning to the work force after raising their
children.

We also get into the new realities of the mobile work force with
portability, with faster vesting. We believe that people are chang-
ing jobs more and more. That isn't going to change. And we need
to create laws that respond to that reality. We believe that just be-
cause you change your job, that doesn’'t mean that you lose your
pension.

If enacted, all these changes together—and there are many of
them—will expand savings. They will make a significant difference
for people in their retirement. It will be the difference between re-
tirement subsistence or retirement security for millions of Ameri-
cans. So, again, | thank you very much, Mr. Chairman, for expe-
diting this process of having a hearing. | know you have a lot of
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things on your plate and the importance you attach to it is much
appreciated. | look forward to the hearing.

Chairman HoucgHTON. | thank you very much, Mr. Portman. Mr.
Neal, would you like to say something? And then Mr. Cardin, |
would like to call on you for just a brief word. But, please, Mr.
Neal.

Mr. NEaL. Thank you, Mr. Chairman. | don’t think that one can
improve upon what has already been stated. We have all done, |
think, a pretty good job of defining the nature of the problem. But
I do have a brief statement that | would like to read and then re-
quest that the official statement be inserted into the record.

Mr. Chairman, as you know, yesterday | introduced H.R. 1213,
the administration’s pension proposals. Incidentally, last year |
thought we had a good chance of enacting something working with
Mrs. Johnson, but the clock simply ran out on us at the end. | very
much appreciate your willingness to have this hearing on pension
issues generally. 1 know that President Clinton and the adminis-
tration has worked particularly hard to improve the current system
and we should compliment them on this occasion.

In addition, a number of our colleagues, most especially Mr.
Portman and Mr. Cardin, have also worked very hard in this area
to try to improve the current pension system. | believe we should
seize every opportunity to accomplish this. And while the 106th
Congress is expected to address the problems of the Social Security
system, | think it is imperative that this Congress expand and im-
prove the private pension system as well.

I think the witnesses today can shed some light on the nature
of the problem and | think, once again, that we all have a pretty
good understanding of how far reaching it is. It is our obligation,
I think, in this Congress to see if we can't achieve something that's
tangible, and, just as importantly, very meaningful. Thank you,
Mr. Chairman.

Chairman HouGHTON. Thank you, Mr. Neal. Mr. Cardin.

Mr. CArDIN. Well, Mr. Chairman, first, thank you very much for
holding this hearing. It looks like we need to get a larger hearing
room. But we very much appreciate the early hearing on pension
issues. | want to just reiterate what Mr. Portman has said. The two
of us have worked together in a bipartisan way to try to do some-
thing about private pensions and retirement savings in this coun-
try.

Regardless of what we do on Social Security, we need to increase
private retirement savings in this Nation. Although our economy is
going very well, almost all indicators—if you take a look at unem-
ployment; take a look at what has happened with the deficit and
projected surpluses; the interest rates are low—but savings rates
are entirely too low and we need to do something about it. The leg-
islation that we have put forward basically makes it easier for indi-
viduals and companies to put money away for people’s retirement;
to make it easier to deal with the realities of the current work force
where people might work for two, three, four, five employers during
their lifetime; to allow people to be able to put more money away
for their personal retirement.

We eliminate some of the complicated rules that really serve very
little purpose today. As Mr. Portman said, there are literally doz-



8

ens of revisions in H.R. 1102 that we encourage our colleagues to
take a look at. Working with the administration, working with this
committee, we hope we will be able to make progress on pension
reform in this Congress. | thank you for the courtesy of allowing
me to sit in on the hearing. | serve on the full committee, but not
the subcommittee and | would ask that my full statement be put
into the record.
[The opening statement follows:]

Opening Statement of Hon. Benjamin Cardin, a Representative in Congress
from the State of Maryland

Mr. Chairman, | want to congratulate you for holding this hearing on the vital
issue of reforming our nation’s pension laws.

Over the past three years, concerned members of Congress, working closely with
the Clinton Administration, have accomplished an important turn-around in federal
policy on retirement savings. Through the 1980's and the first half of this decade,
changes in federal pension law made it more difficult for Americans to save for re-
tirement. While the rhetoric of policy-makers recognized the importance of increas-
ing the nation’s savings rate, their actions imposed new and more burdensome limi-
tations on Americans seeking to do so.

The approaching retirement of the baby boom generation has increased public and
congressional awareness of the crisis in Social Security, and the need to take strong
action to assure the future solvency of the program. | am committed to keeping the
promise of Social Security to current and future retirees, and | look forward to
working with the members of this committee toward that goal.

At the same time, we must recognize that Social Security can only provide a sup-
plemental level of retirement income. It was not designed as a full retirement in-
come program, and will not become one under any reform proposal.

That is why we must devote our attention to our private pension and retirement
savings system. We need to to continue to more in the new direction we have taken
in the past few years of removing cumbersome and unneeded restrictions on private
pension plans. Last week, Rep. Portman and | introduced H.R. 1102, the Com-
prehensive Retirement Security and Pension Reform Act of 1999. This bill, which
has strong bipartisan support, is designed to match the rhetoric of increasing sav-
ings opportunities with the reality of legislative proposals.

The goal of the bill is to make it easier for Americans to save through employer-
provided retirement plans. We want to extend the opportunity to save to more
Americans, and to allow them to save more. The bill recognizes the fact that for
most Americans, the best opportunity to save comes through an employer-sponsored
plan.

Fifteen years of changing the law to make it more difficult to save has contributed
to a reduced rate of personal savings. In developing the bill, we started with the
idea that savings will increase if we make it easier for employers to establish and
expand pension and retirement plans. | look forward to working with members of
this committee, this Congress, and the Administration to advance the goal of in-
creasing pension savings opportunities for all Americans.

———

Chairman HouGHTON. Thanks very much, Mr. Cardin. Mr.
Weller.

Mr. WELLER. Well, thank you, Mr. Chairman. I am going to be
brief just in my comments. And, first of all, I commend you for
holding this hearing. And | also want to salute Speaker Hastert
and Chairman Archer and Chairman Houghton for ensuring that
retirement security is a priority in this Congress. And clearly it is
with this hearing as well as the efforts we are making to extend
the life of Social Security for another three generations.

In this particular hearing, | hope we look at and also discuss
what | see clearly as some of the bias in the tax code that discour-
ages individuals from savings and the bias in the tax code that dis-
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courages employers from providing more opportunity for retirement
savings. Clearly, | want to salute my colleagues, particularly Con-
gressman Portman and Cardin and others who have been real lead-
ers over the last few years, in coming up with a bipartisan effort
and, as they work through the process and put together an effort
to encourage retirement savings. Clearly the opportunity to expand
the opportunity to set aside more into your 401(k)s, your IRAs, to
allow working moms to make up contributions in catch-up accounts
so that they can better their retirement.

But | also believe we need to look at the bias in the law against
multi-employer pension funds, particularly the 415 provisions. And
we also need to look at ways to provide pension protections, par-
ticularly giving employees a better right-to-know protection so they
can better understand the ramifications of any changes on their
pensions.

So, with that, I want to thank the chairman for the opportunity
to be here and, of course, I look forward to the witnesses testimony.
And | do have a statement that | would like to submit for the
record.

[The opening statement follows:]

Opening Statement of Hon. Jerry Weller, a Representative in Congress
from the State of Illinois

I want to commend you for holding this hearing today continuing our efforts to
ensure that employers have the flexibility they need to appropriately meet the re-
tirement needs of their employees and that workers have the information they need
to make the right decisions to prepare for their own futures.

As a large portion of today’'s population is nearing retirement, employer sponsored
retirement plans have increased in importance. Their importance is especially
heightened in the wake of continued reports about historically low savings rates
among America’s working population which is particularly problematic among the
Baby Boomer generation that is rapidly joining those enjoying their retirement
years.

I remain concerned that many workers simply do not understand their retirement
benefits through no fault of their own, a problem which is exacerbated when their
plan is unilaterally changed and employees are provided with minimal explanation
about the effects on their own retirement plans.

In particular, reports about conversations from traditional defined benefit plans
to cash balance or other hybrid plans have highlighted the need for more disclosure
to be provided to negatively impacted employees.

Now, | want to recognize that many firms undergoing this type of conversion have
been very forthright about providing full disclosure and others have tried to supple-
ment those employees that would be negatively impacted. However, there have been
numerous reports of employees who have found it difficult to get information on the
impact so that they can make fully informed decisions about their professional fu-
tures. To be fair, the current law is minimalist in its approach to disclosure and
some companies may be reluctant to provide additional information for which they
might be held unjustly liable.

That is why | have introduced the Pension Right to Know Act with Representa-
tives Ney and Bentson with companion legislation in the Senate sponsored by Sen-
ator Moynihan. This bi-partisan legislation will require increased disclosure of infor-
mation to employees about their pension plan. It would require an explanation to
the employee as to how their pension plan will be affected by any plan change. It
will require an individual benefit statement for each employee showing how they,
in particular, will be affected by this plan change. For some the change ill be bene-
ficial, but for others the change could affect how they plan for the future.

I look forward to the testimony of he witnesses before us today about how we can
help hard working Americans better plan for their retirement by encouraging both
employers and employees to make well-informed decisions that will provide them
with the most security possible.
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Chairman HouGHTON. Thank you very much. Mr. Cardin, | think
you are right. 1 have just been at the Caribbean Basin Initiative,
the hearing in 1100, and there are fewer people than there are
here. [Laughter.]

Thank you very much, everybody, once again, for being here and
I would like to ask the Honorable Donald Lubick, the Assistant
Secretary for Tax Policy, the United States Department of Treas-
ury, to testify.

STATEMENT OF HON. DONALD C. LUBICK, ASSISTANT SEC-
RETARY FOR TAX POLICY, U.S. DEPARTMENT OF THE TREAS-
URY

Mr. LuBick. Mr. Chairman, Mr. Coyne, Members of the sub-
committee, | appreciate the opportunity to speak with you today re-
garding pension issues.

The Nation’s private pension system has accomplished a great
deal for many Americans. For millions, pension benefits are impor-
tant in maintaining an appropriate standard of living in retire-
ment. About 47 million workers in the private sector are earning
pension benefits in their current jobs.

Working together in a bipartisan fashion over the past six years,
the Administration and Congress have enacted important legisla-
tion that has enhanced pension coverage and security, improved re-
tirement benefits for workers, improved portability, and simplified
the pension law. We look forward to continuing to work with you
to build on these past accomplishments.

Deferral of taxation of funded benefits is a statutory exception to
the basic principle that the receipt of compensation is taxed cur-
rently. The qualified pension plan exception provides deferral of
taxation on employer contributions and on earnings, preretirement,
and is an inducement to secure broad retirement coverage of mod-
erate and lower income workers. The nondiscrimination require-
ments are central to the goal of providing pension coverage and
meaningful benefits for all workers.

To further the goal of broad pension coverage, any new or addi-
tional tax subsidies for retirement savings should satisfy several
important principles.

First, any new tax preference should create incentives for ex-
panded coverage and new saving, rather than encouraging individ-
uals to reduce their taxable savings or increase borrowing to fi-
nance savings in tax-preferred form. Approaches targeted to mod-
erate and lower-income workers are likely to be more efficient in
generating new savings because these workers save less today and,
therefore, have less existing savings to shift.

Second, to maintain fundamental fairness in the allocation of
public funds, any new tax preference should be progressive, focused
on expanding coverage for the millions of moderate and lower-in-
come workers for whom saving is most difficult. Our policy should
not be the simple pursuit of more plans, without regard to the re-
sulting distribution of retirement and tax benefits.

Third, pension tax policy must take into account the quality of
coverage. Will the employees who need coverage the most benefit
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and to what extent? Will retirement benefits actually be furnished
to these workers, rather than only to those who individually choose
to save by reducing their take-home pay?

The President has made clear that we must save Social Security
first and then he further proposes to devote 12 percent of the uni-
fied surplus to establishing a new system of universal savings ac-
counts or USAs. While the specifics of the USA proposal are not
the subject of this hearing, we expect that these accounts will pro-
vide a tax credit to help millions of moderate and lower-income
workers, including many part-time workers, save for their retire-
ment in a manner that complements and strengthens the em-
ployer-provided retirement system.

Most workers not covered by employer-provided pensions are the
lower-paid employees of small business or women. In conjunction
with USAs, the President’'s Fiscal Year 2000 budget includes a
number of other pension proposals that are targeted to these three
groups and that satisfy the principles we have identified. 1 com-
mend Congressman Neal for having introduced this legislation and
I am pleased that, Mr. Chairman, that you have included it as part
of the subject of this hearing.

These proposals, which are described in my written testimony,
which is submitted for the record, include: a small business tax
credit for expenses of starting a new retirement plan; a simplified,
defined benefit-type plan for small business; IRA contributions
through payroll deduction; improved portability among different
types of plans; and improvements in vesting and annuity options
to enhance retirement security for women.

Members of this committee and we share a common goal: to im-
prove employer-provided retirement benefits and to increase all
workers’ retirement income security. And there is much common
ground between our budget proposals and the members’ bills, in-
cluding the various portability provisions, the accelerated vesting
provisions, and the tax credit for small businesses that create new
plans.

Of course, the nondiscrimination and top-heavy safeguards play
a crucial role in directing adequate benefits to moderate and lower-
income workers, and changes to these rules should be considered
only to the extent that this objective is not compromised. If the
nondiscrimination or top-heavy protections were eliminated or in-
appropriately modified, then moderate- and lower-income workers
would have smaller benefits and a larger number of short-service
workers would risk forfeiting their benefits.

Some also suggest increasing maximum dollar limits for tax-
qualified plans on the theory that this would help align the inter-
ests of decision-makers with the rest of the plan participants. They
suggest that this would encourage more coverage while the non-
discrimination rules would provide moderate- and lower-paid work-
ers with their fair share. We have concern with such an approach,
especially if it's not part of broader legislation that promotes mean-
ingful benefits for moderate- and lower-income workers. It should
be demonstrated in each case that the particular proposal would
contribute to an overall effective incentive for expanded coverage
and new savings.
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A very small percentage of retirement plan participants is af-
fected by the current statutory limits, and those who are affected
tend to be among the most highly paid individuals. To date, there
is no reliable evidence to indicate that increased limits would result
in any appreciable increase in plan coverage for moderate- and
lower-income workers and that is a subject which | think we have
to explore.

In addition, if the nondiscrimination rules, together with the re-
lated $160,000 limit on considered compensation, are weakened
while the maximum dollar limits are increased, the increases are
correspondingly less likely to improve coverage or benefits for mod-
erate-and lower-paid workers, since raising considered compensa-
tion, for example, from $160,000 to $235,000, taken alone, will in-
crease the relative share of plan benefits for higher paid employees.
In cases in which the highly paid are satisfied with their current
contributions, an increase in considered compensation might even
provide an opportunity to maintain their desired benefits, but re-
duce contribution levels for most employees without any effect on
themselves.

On the other hand, we share the concern that percentage of pay
limits under defined contribution plans may inappropriately re-
strict retirement savings opportunities for some moderate- and
lower-income workers, including those who have spent an extended
period out of the work force. We will be pleased and look forward
to working with the committee on targeted approaches to address
these issues.

Proposals to increase contribution limits for IRAs and for simple,
401(k), and other salary reduction plans must be scrutinized care-
fully to determine the effect on new saving and benefits for
moderate- and lower-income workers. Under current law, a small
business owner who wants to save $5,000 or more for retirement
on a tax-favored basis, generally would choose to adopt an em-
ployer plan. If the IRA limit were raised to $5,000, the owner could
save that amount or, jointly with the owner’s spouse, $10,000, on
a tax-preferred basis, without adopting any plan for employees.
Therefore, increases in the IRA limits could result in fewer em-
ployer plans for small businesses.

Similarly, if the owner wants to save, say, $15,000 in qualified
plans, that cannot currently be done without providing employer
contributions. If the 401(k) limit were increased to that amount,
such an owner might no longer provide employer contributions.
While 401(k) plans are highly desirable, defined benefit and em-
ployer-funded defined contribution plans play, and should continue
to play, a central role in our pension system. Without such plans,
there may be less retirement savings by those who are least able
to save.

Similar concerns are raised by proposals for a $5,000 salary re-
duction simple plan that provides for no employer contributions.

These same considerations apply to proposals to add Roth-IRA
type “designated plus accounts” to 401(k) plans and 403(b) annu-
ities. Treating pretax contributions as “designated plus contribu-
tions” would effectively increase the limit on 401(k) and 403(b)
pretax contributions and would eliminate or relax the income and
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contribution limits for Roth-IRA and would have other serious con-
sequences.

Mr. Chairman, we appreciate the opportunity to discuss these
important issues with you. We look forward to working with you
and the other members of the committee to design and enact legis-
lation that increases all workers' retirement income security and,
in due course, | will be pleased to answer any questions that you
or other members may have.

[The prepared statement follows:]

Statement of Hon. Donald C. Lubick, Assistant Secretary for Tax Policy,
U.S. Department of the Treasury

It is a pleasure to speak with you today regarding pension issues. In accordance
with the focus of this hearing, as described in the Subcommittee’s announcement,
our testimony will address issues relating to pension coverage and participation,
particularly for low-income and part-time workers, women, and others who may not
be adequately served by current law; ways to improve retirement benefits for work-
ers; portability of pension benefits; and simplification of regulatory requirements.
We will also describe the President’s proposals to further these goals, strengthen the
private pension system, and increase pension security.

The Nation’s private pension system has accomplished a great deal for many
Americans. Pension benefits have helped millions of people maintain their standard
of living in retirement. More than $4 trillion in assets are now held in private re-
tirement accounts. These assets are about 20 times greater than they were when
ERISA was enacted in 1974. (Over $2 trillion more are held in plans of state and
local governments.) Approximately 47 million workers in the private sector are earn-
ing pension benefits in their current jobs, and about two of three families will reach
retirement with at least some private pension benefits.

Enhancing pension coverage and security, improving retirement benefits for work-
ers, improving portability, and simplifying the pension laws has been a major focus
of the Clinton Administration. Working together in a bipartisan fashion over the
past six years, the Administration and Congress have enacted important legislation
that has furthered these objectives. We look forward to working with Congress and
especially with this Committee to build on these past accomplishments. Before pro-
ceeding further, it is worth noting several of these accomplishments.

|I. PAST LEGISLATIVE ACCOMPLISHMENTS

In 1993, the Administration submitted legislation that was enacted as the Retire-
ment Protection Act of 1994, to protect the benefits of workers and retirees in tradi-
tional pension plans by increasing funding of underfunded defined benefit plans and
by enhancing the Pension Benefit Guaranty Corporation's (PBGC) early warning
and enforcement powers.

In 1995, the President introduced a package of pension simplification proposals
at the White House Conference on Small Business. These proposals were targeted
toward expanding coverage, with the particular goal of increasing the number of
small businesses that offer retirement plans for their employees, and increasing
pension portability. Many of these proposals—or variations on them—ultimately
were enacted as part of the 1996 Small Business Job Protection Act. These pension
provisions, the end product of seven years of bipartisan efforts, represented the most
significant changes to the pension laws since the 1986 Tax Reform Act. Among the
most important of these changes were:

e creation of a new, highly simplified 401(k)-type retirement savings plan for
small business (the “SIMPLE"), which is proving to be quite popular with small em-
ployers;

« simplification of the nondiscrimination testing for 401(k) plans and the develop-
ment of a design-based safe harbor permitting employers an alternative to 401(k)
nondiscrimination testing;

« expansion of 401(k) plans to nongovernmental tax-exempt entities;

¢ elimination of the “family aggregation” rules that unduly restricted the ability
of family members of small business owners and of other highly compensated em-
ployees to save for their own retirement; and

¢ elimination of the section 415(e) combined limits on benefits and contributions
applicable to employees who participate in both defined benefit and defined con-
tribution plans.



14

In 1997, the Taxpayer Relief Act included a number of other provisions that ex-
panded the tax incentives for retirement savings, including

« expansions of individual retirement accounts (IRAs),

¢ repeal of the 15 percent excise tax on very large retirement distributions from
qualified plans and IRAs, and

¢ an increase in the full funding limitation applicable to defined benefit pension
plans.

We can take further steps to promote retirement savings and improve and
strengthen our pension system by enacting legislation that will expand the number
of people who will have retirement savings (particularly moderate- and lower-in-
come workers not currently covered by employer-sponsored plans), improve workers’
retirement benefits, and make pensions more secure and portable. Our focus should
be on covering those who are left out of the current system and on improving the
level of benefits of those whose current benefits are very modest.

1. RETIREMENT SAVINGS AND TAX PoLicy

Background

Under our pension system, qualified plans are accorded special favorable tax
treatment. A sponsoring employer is allowed a current tax deduction for plan con-
tributions, subject to limits, while participating employees do not include contribu-
tions and earnings in gross income until they are distributed from the plan. Trust
earnings accumulate tax free in the plan.

These important tax preferences for qualified plans are designed to encourage em-
ployers to sponsor retirement plans and to encourage participation by moderate- and
lower-paid workers. It is often noted that pension coverage reduces the need for
public assistance among retirees and reduces pressure on the Social Security sys-
tem. See, e.g., Joint Committee on Taxation, Overview of Present-Law Tax Rules
and Issues Relating to Employer-Sponsored Retirement Plans (JCX-16-99), March
22, 1999.

To ensure that benefits are provided by employers to moderate- and lower-income
workers, qualified plans are subject to nondiscrimination rules. Any new pension
proposals should be consistent with securing broad retirement coverage and non-
discriminatory benefits in employer-provided plans.

Standards for evaluating retirement savings proposals

It is important that any new or additional tax subsidies for retirement savings
satisfy several key principles.

First, tax preferences should create incentives for expanded coverage and new
saving, rather than merely encouraging individuals to reduce taxable savings or in-
crease borrowing to finance saving in tax-preferred form. Targeting incentives at
getting benefits to moderate- and lower-income people is likely to be more effective
at generating new saving. In response to additional tax incentives, higher-income
individuals are more likely to shift their savings from one vehicle to another, or off-
set savings with increased borrowing—instead of actually saving more. People who
save less and have fewer financial resources to shift may be more likely to respond
by actually increasing their saving.

Second, any new incentive should be progressive, i.e., it should be targeted toward
helping the millions of hardworking moderate- and lower-income Americans for
whom saving is most difficult and for whom pension coverage is currently most lack-
ing. Incentives that are targeted toward helping moderate- and lower-income people
are consistent with the intent of the pension tax preference and serve the goal of
fundamental fairness in the allocation of public funds. The aim of national policy
in this area should not be the simple pursuit of more plans, without regard to the
resulting distribution of pension and tax benefits and their contribution to retire-
ment security. The object of these tax preferences should not be to deliver the bulk
of the benefits to those who need them least.

Third, pension tax policy must take into account the quality of coverage: Which
employees benefit and to what extent? Will retirement benefits actually be delivered
to all eligible workers, whether or not they individually choose to save by reducing
their take-home pay? It is desirable to encourage measures that promote participa-
tion by lower- and moderate-income workers, such as employer-funded defined ben-
efit or defined contribution plans, in addition to elective salary reduction arrange-
ments.

Finally, any new or additional tax preferences must not undermine our fiscal dis-
cipline.
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The President’s Proposals

The President has made clear that in this era of surpluses we must save Social
Security first. He proposes to commit 62 percent of the unified surplus for the next
15 years to Social Security and an additional 15 percent of the surplus to Medicare
to assist retired workers in maintaining their health security.

While protecting the integrity of Social Security is our first priority, it should be
possible to take other steps to enhance the retirement security of American workers
by promoting new retirement savings for moderate- and lower-income workers many
of whom currently lack coverage. The President proposes to devote 12 percent of the
unified surplus to establishing a new system of Universal Savings Accounts (USAs)
focused especially on those workers.

The President’s fiscal year 2000 budget also includes a number of proposals that
satisfy the principles outlined earlier and that will promote further expansion of
workplace-based savings opportunities, particularly for moderate and lower-income
workers not currently covered by employer-sponsored plans. These proposals, which
are spelled out in greater detail below, include:

« a small business tax credit for expenses of starting a new retirement plan,

« the SMART—a simplified defined benefit-type plan for small business,

* IRA contributions through payroll deduction,

« improved portability among different types of plans, and

« improvements in the vesting and annuity options to enhance retirement secu-
rity for women.

The USA account proposal and the pension proposals in the fiscal year 2000 budg-
et reflect the principle that any new tax subsidies for retirement savings should be
carefully targeted. To the extent possible, we should avoid providing additional tax
subsidies for saving that would occur in any event—shifting of savings—which is
often the case when the incentives are directed to higher-income individuals.

With this background in mind, | would now like to address the issues identified
in the Subcommittee’s announcement as the focus of this hearing.

I11. IMPROVING PORTABILITY OF RETIREMENT SAVINGS

Over the years, the Administration and Congress have worked together on a bi-
partisan basis to greatly improve retirement savings portability for workers. The
President’s budget clearly reflects the Administration’s desire to work with Congress
to accomplish even more in this area. We must remember that there are at least
two important elements in improving portability: accelerating vesting and making
it easier to consolidate retirement savings. We commend Representatives Portman
and Cardin and the other co-sponsors of H.R. 1102 for their leadership in promoting
improvements in portability.

Accelerated Vesting for Matching Contributions

Currently, employer contributions to a plan, including matching contributions to
a 401(k) plan, are required to become vested only after five years (or seven years
if vesting is phased in). If an employee switches jobs after four years, all employer
matching contributions could be forfeited. Under the President’s budget, all employ-
ees must be fully vested in the employer’'s matching contributions after three years
of service (or six years if vesting is phased in).

Consolidation of Retirement Savings

Under current law, there are many barriers to consolidating retirement savings.
The President's budget takes significant steps toward eliminating these barriers,
while balancing the need to prevent increased leakage from the retirement system.
Leakage is a serious concern. Two thirds of workers who receive a lump sum dis-
tribution from a pension plan do not roll over the distribution to another retirement
savings vehicle. Under the President’s budget proposals

« A participant with an eligible rollover distribution from a qualified retirement
plan would be able to roll the distribution into a section 403(b) tax-sheltered annu-
ity, or vice versa. Under the proposal, such a rollover could occur directly or through
an IRA.

* Amounts held in a deductible IRA also could be rolled over to an individual’s
workplace retirement plan. In addition to providing more opportunities to consoli-
date retirement savings, this proposal would help to simplify the existing “conduit
IRA” rules.

« A participant in a state or local government section 457 plan would be able to
roll a distribution from that plan into an IRA. This proposal would greatly increase
payment flexibility for participants in these plans.
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« A participant with after-tax contributions in a qualified plan would be able to
roll those contributions into a new employer’'s defined contribution plan or into an
IRA. Allowing these distributions to be rolled over would increase the chances that
these amounts will be retained until needed for retirement.

* A new hire in the Federal government would be able to roll over a distribution
from a prior employer’s plan to the Federal Thrift Savings Plan. We think it is im-
portant for the Federal government to set an example for all retirement plan spon-
sors in this regard.

« An employee of a state or local government would be able to use funds in other
retirement plans to purchase service credits in the state or local government's de-
fined benefit plan without a taxable distribution. This provision would be particu-
larly helpful in allowing teachers, who often move between different states and
school districts in the course of their careers, to more easily earn a pension reflect-
ing a full career of employment in the state in which they end their career.

We believe these proposals represent a significant step forward in the process of
developing bipartisan consensus in the pension area. As noted, these proposals are
substantially similar to those included in H.R. 1102 and have benefitted from dis-
cussion of these issues in this Subcommittee last year. We look forward to working
with members and their staffs to resolve the remaining differences between these
proposals.

IV. IMPROVING COVERAGE AND PARTICIPATION, PARTICULARLY FOR LOW-INCOME AND
PART-TIME WORKERS AND WOMEN

While private pension coverage continues to grow, half of all American workers—
more than 50 million people—have no pension plan at all. The bulk of the uncovered
workers fall into one of three overlapping categories: lower wage workers, employees
of small business, and women. The President proposes to address this low rate of
coverage with a number of measures that are targeted to these three groups and
that satisfy the principles we have identified.

Coverage of lower-wage workers and Universal Savings Accounts

Lower-wage workers are far less likely to be covered by a pension plan than high-
er income individuals. Over 80 percent of individuals with earnings over $50,000 a
year are covered by an employer retirement plan. In marked contrast, fewer than
40 percent of individuals with incomes under $25,000 a year are covered by an em-
ployer retirement plan. In addition, the qualified plan rules do not require coverage
of many part-time workers.

The President proposes to address these problems by devoting 12 percent of the
unified surplus to establishing a new system of Universal Savings Accounts. While
the specifics of this proposal are not the subject of this hearing, we expect these ac-
counts to provide a tax credit to millions of lower-and middle-income workers, in-
cluding many part-time workers, to help them save for their retirement. Millions of
workers would receive an automatic contribution. Those who contributed additional
amounts also would receive a matching contribution to their USA account. The
matching contribution would be more progressive than current tax subsidies for re-
tirement savings—helping most the workers who most need to increase retirement
savings. By creating a retirement savings program for working Americans with indi-
vidual and government contributions, we will help all Americans to become savers
and enjoy a more financially secure retirement.

USA accounts are intended to help provide retirement savings to the millions of
workers who are not covered by employer-sponsored pensions. In so doing, we expect
USAs to be structured in such a way as to complement and strengthen employer-
sponsored plans instead of substitute for them.

Small business tax credit for expenses of starting a new retirement plan

Although businesses with fewer than 100 workers provide 40 million jobs, only
20 percent—about 8 million of these employees—have pension coverage from their
employer. In comparison, 62 percent of workers in firms with 100 or more employees
have pension coverage.

The President’'s budget provides a three-year tax credit to encourage small busi-
nesses to set up retirement programs. The credit would be available to employers
that did not employ, in the preceding year, more than 100 employees with com-
pensation in excess of $5,000, but only if the employer did not have a plan or payroll
deduction IRA arrangement during any part of 1997. In order for an employer to
get the credit, the plan would have to cover two or more individuals.

For the first year of the plan, small businesses would be entitled to a credit, in
lieu of a deduction, equal to 50 percent of up to $2,000 in administrative and retire-
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ment education expenses associated with a defined benefit plan (including the new
SMART plan described below), 401(k), SIMPLE or other pension plan or payroll de-
duction IRA arrangement. For each of the second and third years, the credit would
be 50 percent of up to $1,000 in such costs. The credit covers the expense of retire-
ment education as well as administrative expenses because informed employees
save more.

Promoting IRA contributions through payroll deduction

To make it easier for workers to contribute to IRAs, employers would be encour-
aged to offer payroll deduction. Contributions of up to $2,000 to an IRA through
payroll deduction generally would be excluded from an employee’s income, and, ac-
cordingly, would not be reported as income on the employee’'s Form W-2. Some em-
ployees would be able to use simpler tax forms. As evidenced by the rising participa-
tion rates in 401(k) plans, the greater convenience of saving through payroll deduc-
tion encourages lower-and moderate-wage earners to save more for retirement.
Small businesses establishing such arrangements would be eligible for the new pen-
sion program start-up tax credit, provided the arrangement is made available to all
empl%yees of the employer who have worked with the employer for at least three
months.

The SMART—a simplified defined benefit-type plan for small business

In 1996, the Administration and Congress created the SIMPLE plan—an easy-to-
administer defined contribution plan for small businesses. However, there is no com-
parable tax-favored defined benefit pension plan that avoids the need for complex
actuarial calculations, with the attendant administrative costs and unpredictability
of funding requirements.

The President’'s budget proposes a simplified defined benefit-type plan for small
business, the SMART plan (Secure Money Annuity or Retirement Trust). SMART
combines many of the best features of defined benefit and defined contribution plans
and provides another easy-to-administer pension option for small businesses. Be-
cause the SMART does not involve many employer choices regarding plan design
or funding, many of the rules that govern these choices in defined benefit plans will
not apply to the SMART. For example, the SMART Plans would not be subject to
the nondiscrimination or top-heavy rules applicable to qualified retirement plans.
SMART Plans also would not be subject to the limitations on benefits under section
415. Similarly, because SMART Plans do not have complex actuarial calculations,
they would be subject to simplified reporting requirements. The minimum guaran-
teed benefit under the SMART Trust, described below, would be guaranteed by the
PBGC—uwith a reduced premium of $5 per participant.

A business would be eligible to adopt a SMART Plan if it employed 100 or fewer
employees with W-2 earnings over $5,000 and did not offer (and had not offered
during the last five years) a defined benefit or money purchase plan. An employer
that maintained a SMART Plan could not maintain additional tax-qualified plans,
other than a SIMPLE plan, or a 401(k) plan or 403(b) tax-sheltered annuity plan
under which the only contributions that are permitted are elective contributions and
matching contributions that are not greater than those provided for under the de-
sign-based safe harbor for 401(k) plans.

SMART Plans would provide a fully funded minimum defined benefit, with a pos-
sible higher benefit if cumulative investment returns exceed 5 percent. Each year
the employee participates, all eligible employees (employees with at least $5,000 in
W=2 earnings with the employer in that year and in two preceding consecutive
years) would earn a minimum annual benefit at retirement equal to 1 percent or
2 percent of compensation for that year. Moreover, an employer could elect, for each
of the first 5 years the SMART Plan is in existence, to provide all employees with
a benefit equal to 3 percent of compensation (in lieu of 1 percent or 2 percent of
compensation). The maximum compensation that could be taken into account in de-
termining an employee’s benefit for a year would be $100,000 (indexed for inflation).
Benefits would be fully vested.

Under the SMART, an employer would be required to contribute each year an
amount sufficient to provide the annual benefit accrued for that year payable at age
65, using actuarial assumptions specified in the statute (including a five percent an-
nual interest rate). The contributions would be allocated to a separate account to
which actual investment returns would be credited for each employee. If a partici-
pant's account balance were less than the total of past employer contributions cred-
ited with five percent interest per year, the employer would be required to con-
tribute an additional amount for the year to make up for any shortfall. Moreover,
the employer would be required to contribute an additional amount for the year to
make up for any shortfall between the balance in the employee’s account and the



18

purchase price of an annuity paying the minimum guaranteed benefit when an em-
ployee retires and takes a life annuity. On the other hand, if the investment returns
exceeded the five percent assumption, the employee would be entitled to the larger
account balance. If the employee elected to receive an annuity, the larger account
balance would translate to a larger annuity.

If an employer did not wish to take on the risk that the cumulative investment
return will be less than 5 percent or that the employee will choose an annuity when
the insurance market is unfavorable, the employer could choose to purchase a
SMART annuity instead. In the case of a SMART Annuity, each year an employer
would be required to contribute the amount necessary to purchase an annuity that
provides the benefit accrual for that year on a guaranteed basis.

SMART Plans would be subject to the qualified joint and survivor annuity rules
that apply to qualified defined benefit pension plans. Lump sum payments also
could be made available. No distributions would be allowed from a SMART Plan
prior to an employee’s attainment of age 65, except in the event of death or dis-
ability, or where the account balance of a terminated employee was not more than
$5,000. However, an employer could allow a terminated employee who has not yet
attained age 65 to directly transfer the individual's account balance from a SMART
Trust to either a SMART Annuity or a special individual retirement account
(“SMART Account”) that is subject to the same distribution restrictions as the
SMART Trust.

If a terminated employee’s account balance did not exceed $5,000, the SMART
Plan would be allowed to make a cashout of the account balance. The employee
would be allowed to make a tax-free transfer of any such distribution to a SMART
Annuity, a SMART Account, or a regular IRA.

Distributions from SMART Plans would be subject to tax under current rules ap-
plicable to the taxation of annuities. A 20 percent additional tax would be imposed
for violating the pre-age 65 distribution restrictions under a SMART Annuity or
SMART Account.

Enhanced retirement security for women

Women receive lower pension benefits than men. Only 30 percent of all women
age 65 or older were receiving a pension in 1994 (either worker or survivor benefits),
compared to 48 percent of men. Women’s pensions are typically smaller than those
received by men. Among new private sector pension annuity recipients in 1993-94,
the median annual benefit for women was $4,800, or only half of the median benefit
of $9,600 received by men.

The President’s proposals include a number of provisions that—while gender neu-
tral—would have the primary effect of benefitting women. For example, workers
who take time off under the Family and Medical Leave Act (FMLA) would be able
to count that time toward retirement plan vesting and eligibility requirements. In
some cases, counting time taken under FMLA can make the difference between re-
ceiving or not receiving credit toward minimum pension vesting requirements.

The budget would make a 75 percent (or higher) joint and survivor annuity uni-
versally available in plans that are subject to the joint and survivor rules. Having
higher survivor annuities could reduce the number of elderly widows living in pov-
erty. Under current law, workers are given the option of a single life annuity, which
pays only during the life of the covered employee, or a “joint and survivor annuity”
which typically pays a lower pension benefit during the lifetime of the retiree, but
continues to pay 50 percent of the amount to a retiree’s surviving spouse. Unfortu-
nately, the income a surviving spouse needs to live on is often more than 50 percent
of the pension payable while the worker is alive. Many couples may prefer an option
that pays a somewhat smaller benefit to the couple while both are alive, but pro-
vides a larger benefit—75 percent of the joint annuity amount—to the surviving
spouse. In addition, the spouse would be required to receive the same explanation
of the worker’s choices that the worker receives.

Plan vesting requirements have an especially adverse impact on female employees
who tend to have shorter job tenure. As described above, under the President’s
budget, all employees must be fully vested in the employer’'s matching contributions
after three years of service (or six years if vesting is phased in).

Retirement Savings Education

One key to improving coverage and participation by workers is to address the rel-
ative lack of employee demand. Even among workers whose employers offer plans,
many fail to take advantage of the retirement savings opportunities available. Near-
ly 40 percent of employees earning less than $50,000 a year who are eligible to save
through a 401(k) plan fail to participate.
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Educating workers about the importance of saving for retirement and about in-
vestment and financial choices may be quite helpful. A recent study, for example,
found that education in the workplace tended to increase participation of workers
in 401(k) plans. The role of education in this area and the educational efforts that
have been undertaken by the Administration will be addressed by the Department
of Labor in its testimony before this Subcommittee today.

V. IMPROVING BENEFITS FOR WORKERS

We share with the Committee the goal of increasing workers’ retirement income
security. Of course, the nondiscrimination and top-heavy safeguards play an impor-
tant role in directing adequate benefits to moderate- and lower-income workers
under tax-qualified retirement plans, and changes to these rules should be consid-
ered only to the extent that this objective is not compromised. We also believe it
is important to encourage employers to adopt plans that provide retirement benefits
to all covered employees, in addition to salary reduction arrangements (which may
not benefit workers who are unable to save). As noted, the President’'s budget also
proposes to improve benefits by accelerating vesting.

Nondiscrimination Rules

The nondiscrimination standards benefit the majority of employees by requiring
the employer to provide benefits to them as a condition of receiving tax-favored sta-
tus for its retirement plans. Higher paid employees are typically very interested in
saving for their retirement, and many of them would save even in the absence of
an employer plan. On the other hand, many lower-paid employees understandably
prefer receiving a larger portion of their total compensation package in the form of
current pay, rather than in retirement plan benefits, given scarce resources to meet
current expenses. However, it is just these types of lower-paid employees—who are
unable to save on their own—who need the most help in saving for retirement.

If the nondiscrimination rules were relaxed, some employers could respond by in-
creasing the benefits provided to their higher paid employees without increasing the
benefits provided to the rest of their employees. Alternatively, the employer could
maintain the current contribution level for the higher paid employees and respond
to other employees’ desire to shift their compensation package to cash compensation
by reducing their retirement benefits. Further reductions in the already low rate of
savings for lower-paid employees would have consequences for our entire society.

Top-Heavy Safeguards

The top-heavy safeguards serve as a safety net for lower-and moderate-wage
workers, delivering benefits to those workers when the nondiscrimination rules are
not adequate to the task. A tax-qualified plan is considered top-heavy whenever 60
percent of the value of the benefits provided under the plan inure to key employees
(i.e., certain owners and officers). If a plan is top-heavy, it must provide certain min-
imum benefits or contributions and must accelerate vesting.

Some pension practitioners have traditionally used their ingenuity to find gaps in
the nondiscrimination rules in order to allow plan sponsors to save costs by mini-
mizing the benefits provided to moderate- and lower-paid employees. Some of the
more aggressive approaches have resulted in very large disparities in benefits be-
tween key and non-key employees. For example, without top-heavy safeguards, some
plans could provide as much as $30,000 of annual tax-favored contributions to key
employees and as little as one percent of pay to younger non-key employees. The
top-heavy rules fill a portion of those gaps by requiring a minimum contribution for
all non-key employees that is generally equal to three percent of pay.

As noted, the top-heavy rules apply only when more than 60 percent of the bene-
fits in a plan are concentrated among a limited group of key employees—often as
a result of non-key employees terminating without vesting or because an employer’s
demographics accommodate a plan design that takes advantage of the permitted dis-
parity in the nondiscrimination rules in order to provide more benefits to higher
paid employees. By requiring at least a minimum level of benefits for all employees
and accelerating vesting, the top-heavy rules play a very important role in leveling
the playing field for workers in these cases.

We do, however, believe that some elements of proposals to simplify the top-heavy
rules warrant serious consideration, and we would be pleased to work with this
Committee in that regard. However, we have serious concerns about various ele-
ments of current top-heavy simplification proposals, particularly provisions that
would undermine the ownership attribution rules, which apply not only for purposes
of the top-heavy rules, but for purposes of the other pension nondiscrimination rules
as well.
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A fundamental principle underlying the Internal Revenue Code is that tax rules
should not be avoided by simply shifting ownership of a business among family
members. Proposed changes in the ownership attribution rules would virtually
eliminate the obligation to provide fair benefits to non-family member employees in
small business retirement plans. For example, under a proposed change, a business
run by two spouses who also employed a full-time non-family member would be able
to exclude that employee from a retirement plan covering the two spouses as long
as the business was legally owned solely by either spouse. Obviously, such a pro-
posal could reduce coverage substantially among workers in small businesses and
Is inconsistent with our efforts to expand coverage of those workers.

The top-heavy and nondiscrimination protections benefit the American taxpayer
and protect the integrity of the pension tax preference by ensuring that the tax pref-
erence is utilized by workers throughout the income spectrum and does not serve
primarily as a tax shelter for higher-income individuals. Any modifications that
might be made to the top-heavy or nondiscrimination protections must not result
in moderate-or lower-income workers receiving smaller benefits or in a larger num-
ber of short-service workers forfeiting their benefits.

401(k) Safe Harbor

The President’s budget proposes to improve the benefits of workers by modifying
the rules applicable to the safe harbor 401(k) plan. Under this plan design, an em-
ployer is not required to determine the rate at which nonhighly compensated em-
ployees are participating in the plan, if the employer provides a specified matching
contribution formula. To increase the participation rate of nonhighly compensated
employees, the budget would specify a minimum period following the receipt of an
explanation of the plan during which employees could choose to participate in the
plan for the upcoming year and would require that all employees covered under a
safe harbor 401(k) plan receive a small nonelective contribution equal to one percent
of pay. Receiving account statements showing this contribution and the tax-free
compounding of interest would stimulate the saving habit among current nonsavers
and encourage vendors to market savings to those workers and their families.

Effect of Increased Dollar Limits on Moderate- and Lower-Income Workers

We share the concern that percentage-of-pay limitations under defined contribu-
tion plans may inappropriately restrict retirement savings opportunities for some
moderate- and lower-income workers, including those who have spent an extended
period out of the workforce. We would be pleased to work with the Committee on
targeted approaches to address these issues. For example, while a wholesale repeal
of these limits may not be necessary, a more targeted approach may be to explore
whether there is some minimum dollar level of contribution that could address these
concerns, similar to the minimum dollar benefit accrual allowed for defined benefit
plans. In addition, it is important to ensure that any changes to percentage of pay
limitations avoid weakening nondiscrimination tests that are based on employee
percentage of pay averages.

Some also suggest increasing maximum dollar limits for tax-qualified plans, on
the theory that this would align the interests of decision makers with the rest of
the plan participants. They suggest that this would encourage more coverage while
the nondiscrimination rules would provide moderate- and lower-paid workers with
their fair share. We have several concerns about such an approach, especially if not
part of a significantly broader legislative strategy that ensures meaningful benefits
for moderate- and lower-income workers. It would need to be demonstrated in each
case that the particular proposal would function as an effective incentive for new
coverage and new saving, given that a very small percentage of retirement plan par-
ticipants is affected by the current statutory limits, and the individuals affected
tend to be among the wealthiest of Americans. To date, there is no reliable evidence
to indicate that these additional tax preferences will result in any appreciable in-
crease in new plan coverage.

Moreover, recent changes in law, such as the repeal of the 15 percent excise tax
on very large retirement distributions from qualified plans and IRAs, have already
increased the amount that higher-income individuals can save on a tax-favored
basis. Some of the 1996 and 1997 provisions have only recently become effective,
and the repeal of the combined maximum limits on tax-qualified benefits and con-
tributions—a major simplification that could increase significantly the ability of
higher-income individuals to accumulate tax-qualified benefits—will not become ef-
fective until next year. It is still too early to assess the impact of these expanded
tax incentives to establish plans.

In addition, if the nondiscrimination rules (and the limit on considered compensa-
tion under section 401(a)(17)) were weakened at the same time maximum dollar lim-
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its were increased, the limit increases would be correspondingly less likely to im-
prove coverage or benefits for moderate- and lower-income workers who are cur-
rently covered under retirement plans. In fact, an increase in the considered com-
pensation limit from $160,000 to $235,000 increases the relative share of plan bene-
fits that go to higher paid employees. For example, simultaneous increase in the
compensation and contribution limits will not require an improvement in a plan con-
tribution formula in order for individuals whose compensation exceeds $160,000 to
take advantage of a section 415(c) contribution limit increase from $30,000 to
$45,000. Where the highly paid are satisfied with current benefit levels, an increase
in considered compensation may even provide an opportunity to reduce benefit lev-
els for most employees without affecting benefits for the highly paid.

Of course the overall impact of any legislative changes of this particular type
would need to be assessed in the context of other provisions that might be enacted
at the same time, especially broad initiatives to deliver significant additional retire-
ment savings to lower- and moderate-income workers. | would like to reiterate that
we will be happy to work with the Committee on appropriate means of expanding
retirement savings opportunities for these workers.

Increases in IRA and Salary Reduction Contribution Limit

We share the goal of increasing retirement savings. At the same time, proposed
increases in contribution limits for IRAs and for SIMPLE, 401(k), and other salary
reduction plans must be scrutinized carefully to assess their effect on sound pension
policy. We should examine the efficiency of such proposals in terms of increasing
retirement savings, and their effect on coverage for moderate- and lower-income
workers. For example, increases in the 401(k) contribution limit would benefit a rel-
atively small number of taxpayers who have the ability to set aside these amounts
in a 401(k) plan, and who may well only shift existing savings to their 401(k) plan.

Increases in IRA limits are likely to attract additional deposits by higher-income
taxpayers who are already saving for retirement, and who may merely shift their
additional IRA contributions from other savings. Currently, a small business owner
who wants to save $5,000 or more for retirement on a tax-favored basis generally
would choose to adopt an employer plan. However, if the IRA limit were raised to
$5,000, the owner could save that amount—or jointly with the owner’'s spouse,
$10,000—on a tax-preferred basis without adopting a plan for employees. Therefore,
higher IRA limits could reduce interest in employer retirement plans, particularly
among owners of small businesses. If this happens, higher IRA limits would work
at cross purposes with other proposals that attempt to increase coverage among em-
ployees of small business.

Similarly, if the owner wants to save, say, $15,000 a year in a qualified plan (as
opposed to the $10,000 that can currently be saved via 401(k) salary reduction), the
owner has an incentive to adopt a plan that provides employer contributions to em-
ployees. The limit on 401(k) contributions and the resulting pressure to provide em-
ployer contributions serves a useful purpose in our system. Increasing the 401(k)
limit may prompt employers to substitute expanded voluntary salary reduction op-
portunities for employer contributions. While 401(k) plans are highly desirable, de-
fined benefit and employer-funded defined contribution plans play—and should con-
tinue to play—a central role in our pension system. These plans provide benefits to
lower-paid workers regardless of whether they individually choose to save by reduc-
ing their take-home pay. Fewer employer-funded benefits and contributions may
mean less retirement savings by the lower-and moderate-income workers who have
the greatest difficulty saving for retirement.

Some may respond to this concern by contending that employers will not reduce
employer-funded contributions in favor of IRAs or voluntary salary reduction elec-
tive arrangements if maximum dollar limits for employer-funded plans are also in-
creased when limits are increased for IRA and 401(k) contributions. However, what-
ever the relative levels of permissible tax-favored contributions might be among dif-
ferent types of plans, the absolute amount of IRA plus salary reduction contribu-
tions that would be permitted if both of those limits were increased [combination
of higher IRA contribution limits and higher salary reduction contribution limits]
may be enough to satisfy the desire for tax-favored retirement savings on the part
of many decision-makers, including many small business owners.

Similar concerns are raised by proposals for a $5,000 SIMPLE plan that provides
for no employer contributions. Surveys suggest that the popularity of SIMPLE plans
with small businesses is already exceeding expectations in the two years since
SIMPLEs became available. The SIMPLE plan requires only a modest, but impor-
tant, employer matching or automatic contribution. A proposal that allows $5,000
of employee pretax contributions without either nondiscrimination testing or em-
ployer contributions would certainly undermine the SIMPLE plan. Furthermore, in
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combination with a $5,000 IRA contribution limit proposal, there could be substan-
tial displacement of not only SIMPLE plans but also 401(k) plans (which have non-
discrimination standards or safe harbor employer contributions) and other employer
plans. The Administration’s payroll deduction IRA proposal, which is based on cur-
rent law IRA limits, is a better approach to addressing small businesses’ concerns
about financial commitment, without undermining the success of SIMPLE plans.

Similar considerations apply to proposals to add Roth-IRA type “designated plus
accounts” to 401(k) plans and 403(b) annuities. Treating pre-tax contributions as
“designated plus contributions” would effectively increase the limit on 401(k) and
403(b) pre-tax contributions. They would eliminate or relax the income and contribu-
tion limits for Roth IRAs, and would have other serious consequences.

Catch-up Contributions

We are sympathetic to concerns that those who have spent extended periods out
of the workforce may encounter obstacles to “catching up” on retirement savings
needs. Obviously, the most important obstacle in this regard is an individual’'s own
financial ability to increase savings. With respect to the employer plan system, evi-
dence suggests that nonstatutory limits imposed by plans or employers (e.g., lim-
iting salary reduction contributions to ten percent of pay) are a significantly greater
barrier to catch-up contributions than the statutory $10,000 401(k) contribution
limit. In fact, only a small percentage of participants over the age of 50 are actually
affected by the $10,000 contribution limit, and those tend to be among the highest-
income individuals.

We think it is worth exploring ways to address barriers to increasing savings, par-
ticularly for those over the age of 50. In so doing, it may be more appropriate to
focus on percentage-of-pay limitations, particularly as applied to lower-income work-
ers, as discussed earlier.

VI. SIMPLIFYING REGULATORY REQUIREMENTS

Another area of bipartisan accomplishment has been pension simplification, par-
ticularly as part of the 1996 Small Business Job Protection Act. Further improve-
ments can be made to promote simplification, provided that there is an appropriate
balance between simplifying rules and protecting workers, so that moderate- and
lower-income workers receive a fair share of retirement benefits.

For example, the President’s budget includes a proposal to simplify the definition
of a highly compensated employee. The definition would be modified to eliminate the
complex option to treat all employees earning below the 80th percentile in an em-
ployer's workforce as nonhighly compensated employees. This will ensure that all
employees earning over $80,000 are classified as highly compensated employees for
qualified plan nondiscrimination testing purposes. This would not only make the
law simpler, it would also make it more fair. Under current law, an executive or
professional earning hundreds of thousands of dollars can be classified as a non-
highly compensated employee for nondiscrimination testing if the individual is
below the 80th percentile (which can occur in a small firm with several highly paid
executives or professionals) unless the person is a five-percent owner of the busi-
ness.

Some have proposed allowing employers a deduction for dividends paid to an em-
ployee stock ownership plan (ESOP) when employees elect to leave the dividends
in the ESOP. Current law allows employers to deduct ESOP dividends if they are
distributed from the plan or used to pay certain ESOP indebtedness. Proponents
argue that this proposal would simplify administration by making it unnecessary for
a participant to make an offsetting 401(k) plan election if the participant prefers to
defer tax on income equal to the amount of the dividend. However, the proposal
would need to be modified to treat the employee’s election to leave dividends in the
ESOP in the same manner as any other cash or deferred election. Otherwise the
provision would allow ESOP participants 401(k)-type cash-or-deferred elections that
are not subject to the $10,000 limit and that are not subject to nondiscrimination
standards. Further, unless the election is subject to the 401(k) rules, the proposal
might make it easier for C corporations that are substantially owned by ESOP par-
ticipants to effectively avoid federal taxes on all corporate earnings.

Simplicity Versus Flexibility

Complexity of pension rules is often attributable to employers’ desire for certainty
while at the same time accommodating a wide range of plan designs and practices
to satisfy various corporate objectives. Accordingly, major simplification of the pen-

sion rules is likely to come only at the price of curtailing the extensive flexibility
employers currently enjoy.
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The pension nondiscrimination regulations reflect the effort to combine certainty
with flexibility. These regulations, which were finalized in 1993, were the product
of an unprecedented amount of dialogue between the government and plan sponsors,
following multiple rounds of comment, discussion, and revision. Plans have long
since been amended to reflect the regulations.

These regulations address the complexity issue by providing a set of safe harbors
that allow employers to avoid nondiscrimination testing by retaining or adopting
straightforward plan designs that provide uniform benefits to participants. These
plans pass the nondiscrimination tests regardless of the characteristics of the em-
ployer's workforce. Today, well over 90 percent of qualified plans use these safe har-
bor designs.

Compliance Programs

Another example of easing regulatory burdens without weakening worker protec-
tions may be found in the compliance programs maintained by the Internal Revenue
Service. Since 1990, the Service has maintained a number of compliance programs
to enable correction of retirement plans that fail to meet tax-qualification require-
ments. These programs have evolved over the years in response to taxpayer sugges-
tions, and there has been widespread appreciation for how successful the programs
have been.

Some legislative proposals would effectively undermine these programs and would
adversely affect compliance. The programs reflect the principle that plan sponsors
need a carefully graduated series of stages in the process to make sure that the
sponsor always has the incentive to avoid delaying correction to a later date—espe-
cially an incentive to correct shortly after the error has occurred when correction
is easy and before participants have been harmed. The incentive structure should
also ensure that if the error has not been corrected within a specified time, the
sponsor will have a further incentive to correct at the next stage in the process.

Pending legislative proposals would restrict the flexibility that is currently essen-
tial to the administrative compliance programs. Some proposals, for example, would
fail to require full correction of qualification errors, even in the case of significant
violations. For instance, if a plan discovered it had failed to pay 401(k) benefits to
20 retired participants, the current programs would encourage prompt correction
after discovery of the failure. By contrast, under legislative proposals, the sponsor
would not be required to take any corrective action unless and until the audit notice
cycle began, and then would be required to correct only for most of the participants.
These proposals would not allow the IRS to require that benefits ever be paid to
the remaining participants, even if the plan could easily pay the benefits and even
after audit. These legislative proposals also would dramatically revise the tax con-
sequences for disqualification, removing the primary compliance incentive for plans
that cover predominantly nonhighly compensated employees, such as multi-em-
ployer plans or plans of businesses in financial distress for which loss of an income
tax deduction or a tax on trust earnings is not important. Such changes could un-
dermine the IRS administrative compliance and correction programs, which have
been widely recognized as improving plan compliance.

To protect participants while lessening regulatory burdens, we need to continue
developing and improving flexible programs, such as the Employee Plans Compli-
ance Resolution System, that create appropriate incentives, as opposed to enacting
legislation that might impede innovation and flexibility. The productive administra-
tive process that has developed and expanded these compliance programs requires
maximum flexibility, feedback, and adaptation. These favorable results can best be
achieved through the kind of administrative approach involving the pension commu-
nity that has been undertaken in recent years.

The Treasury Department appreciates the opportunity to discuss these important
issues with Members of this Subcommittee, and we would be pleased to explore
these issues further.

Mr. Chairman, this concludes my formal statement. | will be pleased to answer
any questions you or other Members may wish to ask.

———

Chairman HouGHTON. Thank you very much, Mr. Lubick. Our
timer seems to have gone off and so, therefore, 1 have devised a
new routine. Since you have five minutes, at the end of four min-
utes, | will bang my gavel which means that you have another
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minute. And so that will give you fair warning. | hope that is all
right with you.

The next witness is Leslie Kramerich, who is Deputy Assistant
Secretary for Policy of the Pension and Welfare Benefits Adminis-
tration in the Department of Labor. And also David Strauss who,
as many of you know, is the Executive Director of the Pension Ben-
efit Guaranty Corporation. So would you begin Ms. Kramerich.

STATEMENT OF LESLIE B. KRAMERICH, DEPUTY ASSISTANT
SECRETARY FOR POLICY, PENSION AND WELFARE BENE-
FITS ADMINISTRATION, U.S. DEPARTMENT OF LABOR

Ms. KRAMERICH. Thank you, Mr. Chairman, members of the sub-
committee. 1 am Leslie Kramerich, Deputy Assistant Secretary for
Policy of the Pension and Welfare Benefits Administration for the
Department of Labor. And | appreciate this opportunity to appear
before you today to discuss the status of our private pension system
and our efforts to improve that system. The Department is very
well aware of the important role this subcommittee has played to
ensure that our Nation's workers realize the retirement benefits
they have earned.

Only two generations ago, a so-called comfortable retirement was
the almost exclusive province of a privileged few. For many, old age
was often characterized by poverty and insecurity. Today the ma-
jority of American workers and their families can look forward to
spending their retirement years in relative comfort. Our private
pension system has played a crucial role in accomplishing this turn
around. Today more than 8.5 million retirees receive checks every
month from the private pension fund of an employer. And another
4 million have received a lump sum payment.

For retirees aged 65 and older who receive pensions, the benefits
represent more than one-fourth of their total income. And for those
aged 55 to 64, the pension represents over one-third of their in-
come. Clearly Social Security alone is not enough and a rare few
will find their own individual savings to be enough to preserve
their standard of living into retirement. The private pension sys-
tem is an indispensable part of the retirement security of American
workers and their families.

Approximately 47 million private sector workers are earning pen-
sion benefits in their current jobs. This is more than four times as
many as——

Chairman HougHTON. Could I ask you—could you stop? Can you
hear? Is it difficult? Yes, could you speak a little closer to the mike?
See if you can.

Ms. KRAMERICH. Yes, Mr. Chairman. All right.

Chairman HouGHTON. Yes, that is fine. All right. Good.

Ms. KrRAMERICH. Approximately 47 million private sector workers
are earning pension benefits in their current jobs. This is more
than 4 times as many as 50 years ago and nearly twice the number
as recently as the late 1960’s. The assets of the private pension sys-
tem exceed $4 trillion. And this represents in excess of one-seventh
of the financial assets in the economy and far exceeds the total
Gross Domestic Product of most other nations.

Despite these remarkable achievements, much more remains to
be accomplished. Although millions of workers are joining the sys-
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tem, the proportion of the work force participating has remained
virtually constant for almost three decades. In addition, there are
troublesome gaps in coverage. Despite substantial gains in recent
years, the proportion of women earning and receiving pension bene-
fits remains well below that of men. The gap for minority groups
remains even larger. While about one-half of white workers in the
private sector are accruing benefits, only about one-third of Afri-
can-American and one-quarter of Hispanic workers have been
brought into the system.

The challenge before us today is not simply to expand coverage,
but to expand it in a manner that gives high priority to reducing
these gaps. An enormous part of this challenge is the result of the
essential fact that our private pension system is a voluntary sys-
tem. We encourage employers and workers to perceive their mutual
advantage in allocating some portion of the compensation due
workers toward savings for retirement. There are a wide array of
pension arrangements available to employers. That variety is in-
tended to provide the flexibility needed in a diverse and dynamic
economy.

When you set out to design a variety of options to appear to a
variety of employers in a variety of industries, professions, and
sizes, and then you try to tailor other requirements of fair coverage
and security under those options, it is probably not surprising that
after a while what was intended as desirable flexibility starts to
look like burdensome complexity. Before we act too quickly to sim-
plify, we need to look carefully at what can truly be cleared away
and distinguish that from fundamental values that must be pre-
served.

That may be harder than ever to do. Given the complexity of the
current landscape, the unintended consequences of what may seem
to be simple solutions to simple problems are rarely readily appar-
ent. An effort to enhance the attractiveness of one new type of pen-
sion plan may simply create an inferior substitute for an existing
plan resulting in nothing more than reshuffling current coverage,
rather than any new coverage. Or, worse, substituting plans that
provide less than had been offered.

We believe it is helpful to continually ask why we are considering
certain changes and what we hope they will accomplish. Increasing
the attractiveness of certain pans is a goal we all share. The ad-
ministration has put forward options. Members, including many of
the leaders on this committee have put forward options, our ERISA
advisory council to the Department of Labor has put forward op-
tions. Some addressed increasing annual limits on contributions or
compensation or benefits. And those are described as restoring the
adequacy of coverage and increasing employer interest in plans by
increasing the company’s decision-makers financial stake in the
plan.

How can we be sure that if we recommit the company’s top offi-
cials to a qualified plan, this rising tide will lift all boats? We have
to be sure that provisions like this deliver to everybody, not just
a few. That is the challenge we share. Hopefully, a rising tide will
lift all boats, but we see several problems with that. First, not ev-
erybody has a boat and we want to work with you on that. Second,
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in dealing with legislation this complex, it is especially important
that we work together to to prevent unintended consequences.

Achieving the delicate balance between incentives to create pen-
sion plans and requirements to ensure broad access and fairness is
one that is not easily reached, yet remains within our grasp. Many
argue that the static coverage numbers and the impending retire-
ment of the baby boom generation necessitate an expansion of the
financial incentives for employees to sponsor pension plans. We
must, however, ensure that the benefits reach middle-and lower-in-
come workers, as well as the highly paid, and that new coverage
does not come at the cost of the hard-won gains of the past. Both
of these goals deserve attention.

Must progress has been made over the past year. Both the ad-
ministration and Members of Congress have put forth thoughtful
and meaningful proposals. We want to work together to meld the
best aspects into legislation that can achieve our goals. Thank you,
Mr. Chairman.

[The prepared statement follows:]

Statement of Leslie B. Kramerich, Deputy Assistant Secretary for Policy,
Pension and Welfare Benefits Administration, U.S. Department of Labor

Mr. Chairman and Members of the Subcommittee, | am Leslie Kramerich, the
Deputy Assistant Secretary for Policy at the Pension and Welfare Benefits Adminis-
tration of the U.S. Department of Labor. | appreciate this opportunity to appear be-
fore you to discuss the status of our private pension system and our efforts to im-
prove that system. The Department is well aware of the important role this Sub-
committee has played to ensure that our Nation's workers realize the retirement
benefits that they have earned.

Although the focus of today’s hearings is properly on the shortcomings of our pri-
vate pension system, we should not lose sight of what a remarkable success the sys-
tem represents. Only two generations ago a so-called “comfortable retirement” was
the almost exclusive province of a privileged few; for many, old age was often char-
acterized by poverty and insecurity. Today the majority of American workers and
their families can look forward to spending their retirement years in relative com-
fort.

Our private pension system has played a crucial role in accomplishing this turn-
around. Today more than 8% million retirees are receiving monthly checks from the
private pension fund of an employer and another 4 million have received a lump
sum payment. For retirees age 65 and older who receive pensions, the benefits rep-
resent more than one-fourth of their total income and for those age 55-64 the pen-
sion represents over one-third of their income. Clearly, Social Security alone is not
enough, and a rare few will find their own individual savings to be enough to pre-
serve their standard of living into retirement. The private pension system is an in-
dispensable part of the retirement security of American workers and their families.

Approximately 47 million private sector workers are earning pension benefits in
their current jobs. This is more than four times as many as fifty years ago and near-
ly twice the number as recently as the late 1960's. The assets of the private pension
system exceed $4 trillion. This represents in excess of one-seventh of the financial
assets in the economy and far exceeds the total Gross Domestic Product of most
other nations.

EXPANDED COVERAGE

Despite these remarkable achievements much more remains to be accomplished.
Although millions of workers are joining the system, the proportion of the workforce
participating has remained virtually constant for almost three decades. In addition
there are troublesome gaps in coverage. Despite substantial gains in recent years,
the proportion of women earning and receiving pension benefits remains well below
that of male workers. The gap for minority groups remains even larger. While about
one-half of white workers in the private sector are accruing benefits, only about one-
third of African American and one quarter of Hispanic workers have been brought
into the system.
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The challenge before us today is not simply to expand coverage, but to expand
it in a manner that gives high priority to reducing these gaps.

An enormous part of this challenge is a result of the essential fact that our pri-
vate pension system is a voluntary system. We encourage employers and workers
to perceive their mutual advantage in allocating some portion of the compensation
due workers toward savings for retirement. There are a wide array of pension ar-
rangements available to employers; that variety is intended to provide the flexibility
needed in a diverse and dynamic economy.

When you set out to design a variety of options to appeal to a variety of employers
in a variety of industries, professions, and sizes, and then you try to tailor other
requirements of fair coverage and security onto those options, it's probably not sur-
prising that after a while what was intended as “desirable flexibility” starts to look
like “burdensome complexity.” Before we act too quickly to “simplify,” we need to
look carefully at what can truly be cleared away and distinguish that from funda-
mental values that must be preserved.

That may be harder than ever to do. Given the complexity of the current land-
scape, the unintended consequences of what may seem to be simple solutions to sim-
ple problems are rarely readily apparent. An effort to enhance the attractiveness of
one new type of pension plan may simply create an inferior substitute for an exist-
ing plan, resulting in simply re-shuffling current coverage rather than any new cov-
erage—or worse, substituting plans that provide less than had been offered.

We believe it's helpful to continually ask why we are considering certain changes,
and what we hope they'll accomplish. For example, increasing the attractiveness of
certain retirement plans is a goal we all share. The Administration has put forward
options; Members including many leaders on this Committee have put forward op-
tions; the ERISA Advisory Council to the Department of Labor has recommended
options. Some of those options address increasing annual limits on contributions or
compensation or benefits. Those are described as restoring the adequacy of coverage
and increasing employer interest in plans by increasing the company'’s decision mak-
ers financial stake in the plan.

How can we be sure that if we recommit the company'’s top officials to a qualified
plan, this rising tide will lift all boats? We have to be sure that provisions like this
deliver to everybody, not just a few—that's the challenge we share.

Hopefully, a rising tide will lift all boats. But we see several problems with that.
First, not everybody has a boat, and we want to work on that. Second, in dealing
with legislation this complex, it is especially important that we work together to
prevent unintended consequences.

Achieving the delicate balance between incentives to create pension plans and re-
quirements to ensure broad access and fairness is one that is not easily reached yet
remains within our grasp. Many argue that the static coverage numbers and the
impending retirement of the “baby boom” generation necessitate an expansion of the
financial incentives for employers to sponsor pension plans. We must, however, en-
sure that the benefits reach middle and lower income workers as well as the highly
paid, and that new coverage does not come at the cost of the hard won gains of the
past. Both of these goals deserve attention.

Much progress has been made over the past year. Both the Administration and
Members of Congress have put forth thoughtful and meaningful proposals. We need
to work together to meld the best aspects into legislation that can achieve our goals.

We must keep in mind the current status of private pension coverage. According
to the latest comprehensive data, in 1993 about 43% of all private wage and salary
worker were covered by a pension plan. For full-time workers the rate is somewhat
higher, at 50%. These coverage rates have been relatively flat over the past 25 years
varying only a couple of percentage points.

This lack of real growth has occurred despite an increase in both plan sponsorship
and coverage within all major industry groups. This seemingly contradictory out-
come appears to be associated with several offsetting trends occurring within the
labor force and in the types of pension plans offered workers. Over the past three
decades there has been a significant shift in employment away from manufacturing
and toward service industry jobs. From 1979 to 1998 the percentage of private sec-
tor workers employed in manufacturing industries decreased from 30% to 20% while
the percentage of workers employed in the service industries increased from 22%
to 32%. This has had a dampening effect on pension coverage because the manufac-
turing sector, in which our private pension system largely originated, has one of the
highest coverage rates at 63% of workers compared to 35% in services. While the
coverage rate in service industries increased from 30% in 1979 to 35% in 1993, this
has not been enough to offset the shift in employment from high to low coverage
industries to produce an overall coverage increase.
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We have also been experiencing a trend toward part-time work. The percentage
of workers employed on a part-time basis increased from 15% in 1979 to 18% in
1998. This has had a similarly constraining effect because the coverage rate is only
12% among part-time workers compared to 50% for full-time workers.

Perhaps most significant, there is a strong and continuing shift in the types of
pension plans being offered workers, from defined benefit plans to defined contribu-
tion plans. Much of this is the result of the explosion in the growth of 401 (k) plans
which now include almost the majority of private sector workers with pension cov-
erage as either their primary or supplemental plan. The phenomenal growth in
401(k) plans in recent years has led to an increase in the percentage of the labor
force employed by firms with some type of plan—from 61% in 1988 to 65% in 1995.

The higher sponsorship rate, however, has not led to an overall increase in plan
participation. This is partly due to the frequent use of a service requirement for par-
ticipation. In addition, participation in these plans is generally elective by the work-
er, and only about two-thirds of the workers in firms with these plans are partici-
pating in them. This is particularly an issue among younger and lower wage work-
ers, two groups that any meaningful coverage expansion will have to reach. This
highlights the crucial fact that we must keep in mind the worker side of the cov-
erage equation.

As a result of these trends, non-covered workers have been increasingly con-
centrated among certain segments of the labor force. Workers without pensions are
most likely to be employed by small firms, to receive low wages, to be young, to have
low tenure, and to be employed on a part-time basis. Workers falling into one or
more of these categories account for over 90% of all non-covered workers.

Workers in small firms. Almost 40% of the private wage and salary labor force,
or approximately 40 million workers, are employed in firms with fewer than 100 em-
ployees. The coverage rate of workers in these small firms is only 20% compared
to 66% among workers in firms with 1,000 or more employees. The low coverage
rate results primarily from the lack of plan sponsorship among small firms.

Low wage workers. Only 24% of workers earning less than $20,000 annually par-
ticipate in a pension plan compared to 68% of workers earning $30,000 or more an-
nually. About 55% of low wage workers are employed by firms that do not offer pen-
sion plans. Over 20% of all low income workers are in firms that offer a 401(k)
plans. Less that half of low income workers offered a 401(k) plan participate in the
plan, compared to 85% of higher income workers.

Young workers. In 1993 only 24% of workers under age 30 participated in a pen-
sion plan, a decrease from 29% in 1979. Much of this drop has resulted from the
shift toward 401(k) plans. With 401(k) plans now commonplace, less than half of
workers under age 30 who are offered a 401(k) plan are choosing to enroll in the
plan. If all young workers offered a 401(k) plan choose to participate, the overall
coverage rate for workers under 30 would increase from 24% to 31%.

Low tenure workers. About one-fifth of all workers have less than one year of ten-
ure with their current employer. Only 9% of these low tenure employees have pen-
sion coverage. Only 37% of low tenure workers are employed by firms with pension
plans. Even among firms sponsoring plans, however, less than one-quarter of low
tenure workers receive coverage. Among the non-participants in firms with plans,
about 40% fail to meet the age and/or service requirements, while an additional 12%
choose not to participate in the plan.

Part-Time Workers. Only 12% of part-time workers in the private sector receive
pension coverage compared to 50% of full-time workers. About 63% of part-time
workers are employed by firms that do not sponsor pension plans. Of the remaining
37%, less than one-third participate. Most are excluded because of plan provisions
requiring employees to work a minimum number of hours annually (generally 1,000)
to be eligible to participate.

Strikingly absent from these categories of noncovered workers are women. The
truth of the matter is, however, that women find themselves disproportionately rep-
resented in all these categories. Many have lower earnings than men and are more
likely to work part-time and tend to move in and out of the workforce to care for
children and aging relatives. Women are also often employed in industries with low
or no pension coverage. Thus, women are less likely to receive pension benefits and
when they do, because their pay is less and they may have less time in the work-
force, their pension payments will be lower.

TRENDS IN COVERAGE

The most significant trend in the employment-based private pension system over
the past 20 years has been the increasing importance of defined contribution plans.
The number of participants in these plans has grown from fewer than 12 million
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in 1975 to 48 million in 1995. Over three-fourths of all pension covered workers are
now enrolled in either a primary or supplemental defined contribution plan. Assets
held by these plans increased from $74 billion in 1975 to over $2 trillion today.

It would be misleading, however, to attribute the increasing importance of these
plans to the demise of the more traditional defined benefit plans. While many small
defined benefit plans have terminated in recent years, large companies are main-
taining their plans. From 1985 to 1995, the number of defined benefit plans with
1,000 or more participants decreased only slightly from 5,226 to 5,019, while the
number of plans with 10,000 or more participants increased from 552 to 664.

Essentially all of the new pension coverage has been in defined contribution plans.
Nearly all new businesses establishing pension plans are choosing to adopt defined
contribution plans, specifically 401(k) plans. In addition, most large employers with
existing defined benefit plans have adopted 401(k)’'s and other types of defined con-
tribution plans to provide supplemental coverage for their workers. We are also em-
ployers changing from traditional defined benefit plans to hybrid arrangements such
as cash balance plans.

Although not as significant as the above two factors in the growth of defined con-
tribution plan participants, there is evidence that some employers are replacing de-
fined benefit plans with 401(k) plans. A study conducted for the Department of
Labor found that over the 1985-1992 period about four to five percent of defined
benefit plan participants in 1985 were in plans which were terminated and replaced
by 401(k) plans.t This represents about 10% of the increase in the number of active
participants in 401(k) plans from 1985 to 1992.

This change in the pension system is a reflection of fundamental changes in the
economy as well as the current preferences of workers and employers. The move-
ment from a manufacturing-based to a service-based economy, the growth in the
number of families with two wage earners, the increase in the number of part-time
and temporary workers in the economy, and the increased mobility of many workers
has led to changes in the needs and interests of both employers and workers.

Employer preferences have similarly changed. The increased competition and vol-
atility of a global economy has made many reluctant to undertake the long term fi-
nancial commitment to a defined benefit plan. Many employers perceive defined con-
tribution plans to be advantageous and there are indications of workers embracing
the idea of having more direct control over decisions about the amount of contribu-
tions to make and how to invest their pension accounts.

PENSION SECURITY

The most important thing we can do to improve the retirement income system is
to make sure that it is as secure as possible. Last year, either through voluntary
compliance or civil litigation, we secured monetary recoveries to employee benefit
plans of nearly $273 million. In addition, our enforcement actions in criminal cases
resulted in the restoration of $6.7 million to plans and the indictment of 98 individ-
uals for fraud related to employee benefit plans.

We have initiated enforcement efforts to assure that workers’ contributions are
promptly forwarded to their plans and are monitoring whether some plans are pay-
ing excessive fees. This project was initiated in early 1995 and is ongoing. From the
inception of this project through the end of December 1998, we have opened a total
of 3,746 investigations of 401(k) and recovered $57.9 million for 401(k) plan partici-
pants including $4.8 million from the Pension Payback Program. We have also
opened 389 health plan employee contribution cases and recovered $11 million. In-
cluded in these numbers are 126 criminal 401(k) investigations, resulting in the
criminal prosecution of a total of 62 persons. This project has focused the attention
of the American public on the importance of retirement security.

We have issued regulations clarifying that contributions must be promptly for-
warded to the plan when they are withheld from pay. This has enhanced the retire-
ment income security of workers in 401(k) plans. In addition, the agency is currently
developing a regulation focussed specifically on enhancing the security of partici-
pants in small plans by giving workers better ways to make sure that the assets
that are supposed to be in their pension plans are in fact there. Moreover, during
FY 1998, PWBA held a public hearing to obtain comments and data regarding fees
and expenses charged to 401(k) plans, the availability of information on this topic
and the extent to which plan sponsors and participants consider such information.
Following the hearing, we worked on a number of initiatives relating to 401(k) plan
fees, as well as released an educational booklet for participants entitled A Look at

1Papke, L.E. “Does 401(k) Introduction Affect Defined Benefit Plans,” Study conducted under
contract with the Pension and Welfare Benefits Administration, 1996.
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401(k) Plan Fees and made publicly available the results of recent research in the
Study on 401(k) Plan Fees Expenses. If contributions are delayed or excessive fees
are paid, worker’'s 401(k) plan returns will be reduced. And more importantly, work-
er confidence in our retirement system will be eroded.

Mr. Chairman, the President has sought to enhance pension security by proposing
better audits and faster reporting of possible criminal conduct affecting employee
benefit plans. Plan administrators and auditors are critical to maintaining the secu-
rity of assets held by pension plans. Yet under current law, even if a significant
problem is discovered, there is no requirement to report the problem until the plan’s
annual report is filed—frequently more than a year after the event took place. Fur-
thermore, some audits are limited in scope under ERISA. The President has called
for the enactment of legislation to respond to these inadequacies in current auditing
practice, to strengthen the plan audit process and to deter abusive practices. He
calls for modifying the use of limited scope audits to those situations where we can
have more confidence that the plan assets are adequately protected and repealing
it elsewhere, requiring the direct reporting of irregularities discovered during au-
dits, and requiring external quality control reviews of auditors and continuing edu-
cation requirements to help assure competent professionals are performing audits
of plan assets.

Another measure that will enhance pension security is our proposal to give the
Secretary of Labor the authority to exercise some discretion in assessing a 20% pen-
alty for a breach of fiduciary duty involving a pension plan. The current mandatory
civil penalty on fiduciaries equal to 20 % of the amount involved in the breach has
had the effect of discouraging settlement of lawsuits with the Labor Department.
This money goes directly to the U.S. Treasury, not to plans, participants or bene-
ficiaries. Because this significant penalty is mandatory, it often becomes a factor in
settlement discussions, and has the effect of causing money to be paid to the govern-
ment when it otherwise could be used to pay benefits to the workers. This legisla-
tion would make the penalty discretionary, giving our field office personnel a much
needed tool to resolve these cases.

SIMPLIFICATION AND FLEXIBILITY

We also want to make it easier for businesses to provide retirement plans for their
workers and to comply with the law. We have proposed two new initiatives to help
small businesses in complying with the law. First, we have proposed a pilot project
to deliver coordinated regulatory compliance assistance to small businesses in three
states: New York, Pennsylvania and Ohio. A DOL compliance team will work with
the Small Business Development Center, Manufacturing Partnership Center and/or
Agricultural Center to provide information and training to developing, new and es-
tablished small businesses. We will respond to requests for information on pension
matters ranging from establishing employee benefit plans to the ERISA require-
ments related to administering plans. Second, we are working to develop a vol-
untary compliance program that will complement and enhance the agency’s tradi-
tional enforcement efforts. Traditionally, PWBA conducts investigations to discover
violations of the fiduciary provisions of ERISA and then seeks corrective action by
notifying plans of the agency’s findings and requesting plans make correction, or by
pursuing litigation to compel corrections or remedies. This process has proven effec-
tive and will continue. However, from time to time, PWBA has been approached by
fiduciaries who have found problems with their plans and sought the agency’s as-
sistance or approval in taking corrective action. PWBA has not had a formal process
to deal with such situations. With a formal program, this type of self-initiated action
by plan fiduciaries could be encouraged. Facilitating corrections by fiduciaries who
want to come into compliance with the law with respect to their past practices will
promote better compliance in the future. A PWBA voluntary compliance program
would also benefit plan participants by getting money restored to plans quickly.

For the 1999 plan year, we intend to implement a new, streamlined Form 5500
Annual Report and electronic filing system, which will reduce costs dramatically
and provide quicker, more complete access to the important information contained
in the reports. We also intend to develop an Internet site on which the most recent
Form 5500 Annual Reports will be available. These forms are public information,
and having them on-line will make them more readily accessible to participants to
enable them to readily obtain information about their plans.

EDUCATION AND INFORMATION

Although the challenge of coverage expansion imposes perhaps our most formi-
dable challenge, there are a range of other initiatives that require our attention.
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The most basic of these is the need for increased information and education of work-
ers about the retirement income system.

In July 1995, we launched a retirement savings campaign in conjunction with 65
public and private sector partners to educate American workers as to the impor-
tance of saving for retirement. Our partners have since formed the non-profit orga-
nization, the American Savings Education Council which today boasts more than
250 members. Since 1995, the Department has undertaken an ambitious campaign
with activities ranging from television advertising, speeches, to preparing and dis-
tributing tens of thousands of educational brochures.

The highlight of the campaign occurred last summer when Secretary Herman
kicked off the first White House National Summit on Retirement Savings. The Sum-
mit, as you know, came about through bipartisan legislation enacted in 1997 and
known as SAVER Act, or “Savings are Vital to Everyone's Retirement.” The Summit
was attended by President Clinton, Vice President Gore, Congressional leaders and
250 delegates representing a cross-section of employers, labor unions, government,
the pension industry and academia. They explored the barriers workers face when
they try to save and how to eliminate those barriers. And, they talked about how
we can be even more effective in spreading the retirement savings message through-
out minority communities.

As part of our campaign, we have prepared, in conjunction with the Department
of the Treasury, brochures and developed outreach programs, targeted to groups
with historically low private pension coverage such as Hispanics, women and Afri-
can Americans. For example, last fall we sponsored three talk shows on pensions,
retirement savings and retirement planning on radio stations with large Hispanic
radio audiences. Approximately 100 stations from Los Angeles to Houston broadcast
these programs, reaching a potential of 73 percent of the United States Hispanic
population. Our two most popular brochures have been translated into Spanish. We
have reached out to African Americans age 25 to 65 with a news feature article and
a print public service announcement that has been distributed to 140 African Amer-
ican newspapers. And, a broadcast news spot featuring Secretary Herman and a
radio public service announcement will be distributed to 390 radio stations with
large African American audiences.

We are especially proud of our efforts to reach out to women. We co-sponsored
a very successful “Every Woman'’s Money Conference” with the Oregon State Treas-
urer’'s Office in September. The event was designed to provide women with tools to
better handle issues involving money and specifically retirement savings. The event
was so well received that several other States have expressed interest in hosting
similar types of events. We are developing a new public service announcement
which will promote our brochure entitled, “Women and Pensions: What Women
Need to Know and Do.”

Print and broadcast public service announcements are continuously being placed
in hundreds of newspapers and radio and televisions stations across the nation. Our
print ad, “Play to Retire” has done particularly well. It has been placed in over
3,000 newspapers with a potential reach of over 150 million readers. In FY 1998,
we published nine new brochures and pamphlets and distributed almost 1.5 million
copies of our publications. So we are vigorously spreading the saving and retirement
message through a grass roots campaign across the country.

Much more needs to be done. We are building more partnerships in the small
business community. We are forming an alliance with the Chamber of Commerce
and the Small Business Administration (SBA) to educate small business owners
about the options that are available to them for establishing a retirement savings
program. We expect this partnership to pave the way for expansion of our inter-
active Small Business Retirement Savings Advisor and we are developing an edu-
cational video for small businesses that will augment the existing printed materials.
The Department also formed a partnership with the National Association of Women
Business Owners and the SBA to provide information on retirement plan options.
These new brochures, “Simple Retirement Solutions” “SIMPLE,” and “Simplified
Employee Plans,” were developed along with our interactive website to assist small
employers in determining the best plan for their employees. In an effort to encour-
age employers to educate their workers on how to save for retirement, we issued
an interpretive bulletin describing the difference between providing general invest-
ment education and providing specific investment advice. This is important, because
all surveys have shown that participation in 401(k) plans increases after employers
engage in worker education programs.

For the second year, we are also partnering with the Securities and Exchange
Commission in the “Facts on Saving and Investing Campaign” which is intended to
increase investor education. This Spring, Secretary Herman will appear on “Par-
enting in the 90's and Beyond,” a syndicated cable program to discuss the impor-
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tance of parents teaching their children about saving. And in line with their focus
to educate youth about savings, the Department is developing new tools for children
on the web. We will demonstrate an interactive game on the Internet that teaches
children basic skills about spending and saving money they make from allowances.

We are confident that these efforts will raise the awareness of people to the need
for saving for retirement. In effect, we are hoping to stimulate the worker demand
for retirement savings that will lead to a more secure future for all of us.

CONCLUSION

The private pension system is an essential part of the bedrock on which the secu-
rity of current and future retirees rests. For those fortunate enough to participate,
the system remains vibrant and essentially secure. The challenge before all of us
is to include the other half of the workforce in this American success story. Working
together we can achieve that goal.

——

Chairman HouGHTON. Thank you, Ms. Kramerich.
Now, Mr. Strauss.

STATEMENT OF DAVID M. STRAUSS, EXECUTIVE DIRECTOR,
PENSION BENEFIT GUARANTY CORPORATION

Mr. STRAUSS. Mr. Chairman, Members of the subcommittee. Mr.
Chairman, I am particularly pleased to appear before you because
of your long record of protecting the defined benefit pension sys-
tem. In 1994, in the final days of the GATT conference, when adop-
tion of the Retirement Protection Act hung in the balance, your
calls to key Republican conferees ensured passage of that vital leg-
islation. Your work as ranking minority member of the committee
at that time, helped ensure the solvency of the Federal Pension In-
surance program and we are most grateful to you, Mr. Chairman,
for that.

Mr. Chairman, as the Federal official who is mandated by stat-
ute to promote the continuation and maintenance of the defined
benefit pension system, I am most grateful to you for inviting me
to testify today on the future of defined benefit plans and retire-
ment income security. In the five minutes that | have been allotted,
I would like to share just one part of my prepared testimony with
the subcommittee, which | believe cuts to the heart of the retire-
ment income security debate.

Mr. Chairman, | believe that defined benefit plans along with So-
cial Security are the only possible route to retirement income secu-
rity for millions of middle-and lower-income Americans. | person-
ally know how valuable defined benefit plans are from my own ex-
perience. My father was typical of many Americans nearing retire-
ment. He had no employer-provided pension plan. He hadn’t been
able to save very much. And he was running out of time.

My father has spent all of his life in North Dakota. When he re-
tired from his job as the meat cutter in a grocery store in Valley
City, North Dakota, he was 63 years old and he had never had a
pension. He then took a part-time minimum-wage janitor job at the
local high school, but for the first time in his life, he was covered
by a defined benefit pension plan. He retired a second time, 15
years later, at age 78 with a pension that now provides him with
$169 a month, which is a supplement of over 20 percent of his So-
cial Security benefits. He would have had to have saved over 15
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percent of his minimum-wage salary over the entire 15 years to
generate, on his own, the same benefit each month.

It is difficult for seniors like my mother and father to live on So-
cial Security alone, so my father’'s pension makes a real difference.
$169 a month has real purchasing power in Valley City, North Da-
kota. My dad doesn’t have to worry about running out of money.
For as long as he lives, he is going to get a monthly check and he
can spend it all each month and not worry because he knows the
next month, he will get another check. He doesn't have to worry
about how much he can afford to take out of his savings each
month or what the market will do. His pension is not dependent
on his investing skill or his investing luck. Plus, if my father dies
before my mother, the pension plan will provide her with a sur-
vivor benefit for the remainder of her life. You can’'t put a value
on the peace of mind that this guaranteed income for life gives peo-
ple like my father and mother or, for that matter, their children.

Mr. Chairman, there are several morals to my father’'s story.
First, a worker is never too old for a defined benefit pension plan.
Second, a defined benefit plan can make a great deal of difference,
even for workers making very modest incomes. And, third, you can
never underestimate the value of even small amounts of guaran-
teed income for life that can never be taken away.

Mr. Chairman, despite the value of defined benefit plans, the
system is in trouble. The number of plans insured by the PBGC
has decreased from 114,000 in 1985 to 44,000 today. Few new
plans are being created and few new participants are coming into
the system. And the number of nonactive participants in defined
benefit plans will soon exceed the number of active workers. In the
face of these alarming trends, | asked a PBGC team to conduct an
exhaustive review of the defined benefit system to determine how
to make defined benefit pension plans more attractive to both em-
ployers and workers.

During the last year, we made a special effort to consult with
and listen to a broad cross-section of our stakeholders, including
plan sponsors, pension practitioners, unions, and other organiza-
tions representing the interests of participants. Recognizing the re-
ality that pension plans are sold, not bought, we especially sought
out those pension experts who make their living marketing pension
plans. We literally talked with hundreds of these people to find out
what could be done to make defined benefit plans more attractive.

Mr. Chairman, we look forward to sharing what we learned with
the subcommittee and working with you to strengthen the existing
defined benefits system and to expand it to provide benefits to
more rank-and-file workers. | thank you again for allowing me to
testify today and | look forward to answering your questions.
Thank you.

[The prepared statement follows:]

Statement of David M. Strauss, Executive Director, Pension Benefit
Guaranty Corporation

Mr. Chairman and Members of the Subcommittee: Good afternoon. I am David
Strauss, Executive Director of the Pension Benefit Guaranty Corporation (PBGC).
PBGC was created as a federal corporation by the Employee Retirement Income Se-
curity Act of 1974 (ERISA). We protect the pensions of about 42 million workers and
retirees in about 44,000 private defined benefit pension plans. PBGC's Board of Di-
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rectors is chaired by the Secretary of Labor. The Secretaries of the Treasury and
Commerce are also Board members.

PBGC operates two insurance programs, the larger single-employer program and
the multiemployer program. Both of these pension programs are in sound financial
condition. The promised defined benefit pensions that PBGC guarantees are secure.
The multiemployer program has been in surplus since 1980, and we have registered
significant accounting surpluses in the single-employer program for the last two
years. We soon expect to report surpluses for both programs for FY 1998. Despite
these surpluses, however, we need to remain vigilant. As a recent GAO report on
PBGC'’s financial condition stated, “An economic downturn and the termination of
a few plans with large unfunded liabilities could quickly reduce or eliminate PBGC's
surplus.”

I want to thank you, Mr. Chairman, for holding this hearing and for the interest
you and the other members of this Subcommittee have in the retirement security
of America’s workers. | appreciate the opportunity to appear before you today to
speak about national retirement policy. As the federal official who is mandated by
statute to encourage the continuation and maintenance of defined benefit pension
plans, | also appreciate the opportunity to explain the importance of defined benefit
pension plans for the retirement security of America’s workers.

As the President indicated in his State of the Union message, an adequate retire-
ment continues to depend on all three legs of the retirement stool—Social Security,
personal savings, and private pension plans. Addressing the first two legs of the
stool, the President has put forward significant Social Security reform and universal
savings proposals, proposals that are particularly important for middle and lower
income Americans.

Today's hearing addresses the third leg of the retirement policy stool—employer-
sponsored pension plans. Revitalizing the private pension system is an essential and
complementary ingredient in achieving retirement income security for all Ameri-
cans. | believe that defined benefit plans are critical to the private pension leg of
the stool, especially for middle and lower income workers. That is because they are
t?e oPIy Ipfrivate retirement vehicle that can reliably provide predictable, secure ben-
efits for life.

CHALLENGE OF RETIREMENT INCOME SECURITY

The challenge of providing retirement income security for the baby boom genera-
tion and others nearing retirement is one of the biggest domestic policy challenges
facing our country. There are a huge number of people affected:

« 25 million are aged 53 to 62, and close to the end of their working careers;

* Right behind them are 78 million baby boomers, a quarter of whom [18 million]
are already at least 48.

Surveys have shown that Americans want to retire at younger and younger ages.
When you ask average Americans what they consider the optimum retirement age,
the answer they give is 54. If you think 54 is young, one survey shows that 64%
of college students want to retire by age 50!

A gap obviously exists between the dream of early retirement and reality. And,
for more and more people, it's becoming a serious worry. A USA Today survey found
that next to cancer and car wrecks, Americans now worry most about retirement
income security.

INADEQUATE SAVINGS

People are worried because they know they have not been saving enough, early
enough in life, to meet their retirement needs. Last year the personal savings rate
fell to the lowest level since the depths of the Great Depression. Americans continue
to spend almost all of their current income. Some 45 percent of American families
now spend more than they earn.

* Many low income workers have no savings at all.

¢ The same holds true for many better-paid workers who, because of more imme-
diate needs like housing and education, do not begin to save for retirement early
enough in their working careers.

* Most older workers haven't saved much either: Half of America’s households
headed by people between the ages of 55 and 64 have wealth of less than $92,000—
and most of that is equity in their homes.

Even workers with 401(k) plans aren’'t saving enough. An Employee Benefit Re-
search Institute study of almost seven million 401(k) participants shows that:

* The average 401(k) account balance is only $37,000;

e And the median 401(k) account balance is less than $12,000; in other words,
half of all 401(k) accounts have less than $12,000 in them.
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EMPLOYER-SPONSORED PENSION PLANS

Not only are workers not saving enough on their own, but:

* Less than 50 percent of the private-sector workforce is covered by any employer-
sponsored retirement plan;

« In small business it's even worse—it's only 20 percent;

« And among low-wage workers (annual wages under $10,000), it's even more se-
rious—only 8 percent have any sort of plan.

THE NEED FOR DEFINED BENEFIT PLANS

« So, we live in a world where people aren’t saving enough;
« Where millions have inadequate pension coverage;
« And where people are worried because they realize time is running out.

MY FATHER'S STORY

As | said earlier, | believe that defined benefit plans have a critical role to play
in securing retirement security for millions of Americans. | personally know how
valuable defined benefit plans are from my own experience. My father, who turned
89 this month, has spent all of his life in North Dakota. He was a meat cutter in
a grocery store when he retired at age 63 without a pension. He then took a part-
time job, for $1.75 an hour, as a janitor at the local high school. For the first time
in his life, he was covered by a defined benefit pension plan. When he retired a sec-
ond time 15 years later, he was making $6.25 an hour.

The pension my father earned during those 15 years now provides him with $169
a month—a supplement of over 20% to his Social Security benefit. He would have
had to save at more than 15% of his salary over the entire 15 years to generate
on his own the same benefit each month.

It is difficult for seniors like my mother and father to live on Social Security
alone. So my father’s pension makes a real difference:

—$169 a month has real purchasing power in Valley City, ND.

—My Dad doesn’t have to worry about running out of money.

—For as long as he lives, he's going to get a monthly check. And, he can spend
it and not worry.

—Plus, if my father dies before my mother, the pension plan will provide her with
a survivor benefit for the remainder of her life.

—You can't put a value on the peace of mind that this guaranteed income for life
gives people like my mother and father or, for that matter, their children.

There are several morals to my father’s story:

« First, a worker is never too old to gain from a defined benefit plan.

« Second, a defined benefit plan can make a great deal of difference even for work-
ers making very modest salaries.

« And, third, you can never underestimate the value of even small amounts of
guaranteed income for life.

DEFINED BENEFIT SYSTEM IN TROUBLE

Despite the value of defined benefit plans, the defined benefit system is in trouble:

¢ The number of plans insured by PBGC has decreased from 114,000 in 1985 to
44,000 today, most of the decrease being in the small business sector;

« The percentage of American workers with pensions whose primary pension is
a defined benefit plan has dropped from 83 percent in 1979 to 50 percent in 1996;

« There are few new plans being created;

« There are few new participants coming into the system;

¢ And the number of non-active participants in defined benefit plans will soon ex-
ceed the number of active workers.

PBGC's RESPONSE

In the face of these alarming trends and as part of the Administration’s con-
tinuing efforts for retirement security, | asked a PBGC team to examine the system
and find out what would make defined benefit plans more attractive to employers
and workers. During the past year we made a special effort to consult with a broad
cross-section of our customers—employers, pension practitioners, and unions and
other organizations representing the interests of participants.

Recognizing the reality that pension plans are sold, not bought, we especially
sought out those pension experts who make their living marketing pension plans.
We literally talked with hundreds of people to find out what can be done to make
defined benefit plans more attractive. We have received a lot of good ideas to
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strengthen and expand the defined benefit system and we are working to develop
them.

ADMINISTRATION STEPS

In addition to these exploratory efforts by the PBGC, the President’s budget in-
cludes a package of initiatives designed to enhance retirement security by:

« Expanding pension benefit coverage;

« Increasing the portability of pension benefits;

« Strengthening women’s retirement security;

« Expanding workers’ right to know;

« And strengthening the security of workers’ retirement savings.

Many of these proposals have also been introduced in the Congress on a bipar-
tisan basis. The Department of the Treasury is addressing these proposals in their
prepared testimony, so | just want to say a few words about several that are of par-
ticular interest to the PBGC.

First, we have proposed a simplified defined benefit plan for small businesses—
the SMART. And various Members of Congress have introduced a similar proposal
called SAFE.

Both SMART and SAFE remove some of the major obstacles to small business de-
fined benefit plans. They also combine some of the best features of both defined ben-
efit and defined contribution plans. Under the proposals:

¢ Funding contributions would be more predictable—the employer would con-
tribute an amount each year expected to fund the retirement benefit earned that
year;

« Administrative costs would be lowered by reducing complexity and permitting
simpler reporting;

» Benefits would be made more understandable to workers;

« Older workers would get the chance to earn a meaningful benefit even if they
were not previously covered by a plan;

« Benefits would be provided to lower-wage workers who would have difficulty
making contributions;

¢ And benefits would be 100% vested at all times as well as portable.

In addition to the simplified small business defined benefit plan, the President's
budget includes other PBGC-related incentives for new plans:

* We would reduce PBGC premiums to $5 per participant (and eliminate the vari-
able rate premium) for new small business plans, including most SMART plans
(which would also be insured by the PBGC);

* We would phase-in the variable rate premium for new middle-sized and large
employer plans;

* And we would increase the PBGC benefit guarantee for small business owners
so that most will receive the same benefits as other workers if their plans termi-
nate.

The budget submission also includes two other proposals affecting the PBGC:

¢« The maximum guaranteed benefit for a participant in a multiemployer plan,
which has not increased since 1980, would be adjusted by a one-time inflation in-
crease. (For a retiree with 30 years of service, the maximum would increase to
$12,870 from $5,850.)

* And, as a service to the plan community, PBGC's missing participants program
would be expanded to other terminating plans—multiemployer defined benefit
plans, defined contribution plans and defined benefit plans not covered by PBGC
(such as plans of small professional service employers).

We look forward to working with you on a bi-partisan basis as we did in enacting
pension reform through the RPA in 1994 and the SIMPLE in 1996. | thank you
again for allowing me the opportunity to testify before you this afternoon. I will be
happy to answer any questions you may have.

——

Chairman HouGHTON. Thank you very much, Mr. Strauss.

I am going to pass over to Mr. Coyne, and then we will go orderly
back and forth. But before |1 do, maybe you could just elaborate a
little bit on this review to strengthen defined benefit plans. Who
did you talk to? What did you do? Just sort of give us a little es-
sence of what happened.
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Mr. STRAUSS. Mr. Chairman, as you know, before | came to the
PBGC about two years ago, | was the Deputy Chief of Staff for the
Vice President of the United States. And in that capacity, | heard
his reinventing government speech probably more than any other
human being alive today. And rule number one for reinventing gov-
ernment was indelibly etched in my psyche, which is to identify
your customers and win them over. So if you're the Vice President’s
guy running the Pension Benefit Guaranty Corporation and you
don’'t have a pretty good concept of reinventing government, you
are probably going to be in real trouble.

And so what we did is attempt to survey the level of satisfaction
with the existing defined benefit system with, two focuses in mind.
One, what needed to be done to preserve the existing system, be-
cause, over time, about 75,000 plan sponsors have walked. And
then, secondly, what to do to make plans more attractive to create
interest in DB plans.

We literally talked to hundreds of stakeholders and we talked to
everyone from the plan sponsors and all the groups who represent
the plan sponsors at one end of the spectrum to all the participant
groups and their representatives at the other, and, literally, every-
one in between. And what was interesting is that there is a con-
sensus among all of these stakeholders about the issues that we
really need to focus on and | can boil those issues down into three
areas.

The first area that we need to focus on is the whole area of in-
centives and the need to look at the incentives that were con-
templated when ERISA was passed that made it attractive for the
business owners and the top executives to get their benefits from
the same plans as the workers. Over time, those incentives have
been eroded and, in more and more situations, the business owners
and the high-paid executives are now getting their benefits from
nonqualified plans and they no longer feel a stake in the workers’
pension plans.

The second area that we were told that we really need to focus
on is the whole area of flexibility, the need to give employers the
flexibility to meet the needs of the modern work force—what em-
ployers are looking for. They are looking for the flexibility to meet
the needs of their younger workers who are more interested in
portability and having an individual account, but also the needs of
their older workers who are more interested in the traditional de-
fined benefit plan.

And the third area that we were told to focus on is the whole
area of complexity—that when you look at any rule it might make
sense in and of itself, but when you take the cumulative effect of
all of these rules, the weight of all of these rules is having a very
adverse impact on the system.

So our findings pretty much fall into those three areas.

Chairman HoucHToN. Well that's very helpful, thanks very
much.

Mr. CoyvyNE. Thank you, Mr. Chairman. Secretary Lubick, what
can be done legislatively to help workers who are living paycheck
to paycheck prepare for their retirement?

Mr. LuBick. Mr. Coyne, | think that we have made a number of
proposals that are contained in the bill of which you are a cospon-
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sor, introduced by Mr. Neal, to make it easier and simpler for their
employers to provide coverage: A simplified, defined benefit-type
plan for small business, which, I think, certainly goes a long way
toward what Mr. Strauss mentioned. A small business tax credit to
make it not expensive for the employer to set up a plan. Direct pay-
roll deduction for IRAs. Better portability.

But | would say another thing that is very important, which we
will be able to talk to you about in the upcoming weeks, is the
President's USA plan, which will provide a tax credit, an automatic
tax credit, to be credited to an account for the lowest-paid workers
so they will have something that is saving, represents saving for
them and it will grow and then there will be, on top of that, credits
to match contributions that they make. And we hope that this plan
will be a tremendous boost to enable those who have difficulty in
affording it to increase their savings.

Of course, best of all is to keep the economy going in a way that
these workers can benefit from jobs and earnings. But, beyond
that, | think the combination of both making the private pension
system more accessible and increasing personal savings through
systems such as that provided by USA will go a long way toward
meeting that goal. It is not an easy goal.

Mr. CoYNE. So the administration and Treasury are not opposed
to incentives to make pensions more readily available to workers?

Mr. Lusick. Well, we quite agree with the Congress and all of
you that, if incentives are necessary, we want to make sure, in the
interests of fiscal discipline that they are wisely spent and that
they are going to be productive of the result which we are looking
for. And we think that the persons that have the most difficulty
and are in the most need of this are the lowest-paid and the mod-
erate-income taxpayers. And, to that end, the system is designed
to give incentives to the highly paid on the theory that they will
be motivated to provide for the rank-and-file employees as well, on
a nondiscriminatory basis. | think that concept has always been
fundamentally sound and needs to be encouraged.

Mr. CoyNE. Thank you. Thank you.

Chairman HouGHTON. Mr. Portman.

Mr. PorTMAN. Thank you, Mr. Chairman. I am encouraged by
what Mr. Lubick said at the end that that concept is fundamentally
sound and needs to be encouraged. | would argue the last couple
of decades what we have done is just the opposite. We have begun
to reduce those incentives and why don't we go back to what we
thought worked originally which is this fundamentally sound con-
cept of adding more incentives.

I wasn't going to raise it, but you raised the USA account and
I can tell you, it scares me to death and | hope you all are doing
some analysis down at the Treasury as to the impact of USA ac-
counts on the private pension system. | think to take away this pri-
vate leverage that we have in the pension system by putting USA
Accounts in place, where most low-paid workers, as | look at it,
would be better off in a USA account than any kind of a private
pension system that is out there, practically. As Mr. Strauss says,
it is increasingly a defined-contribution world. You are going to
knock out the 401(k)'s and other private pension plans because peo-
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ple are not going to be able to meet the non-discrimination test
that you talked about earlier being so important.

So | don't want to get into a long discussion of this today because
we have these other bills to talk about, but I just hope that Treas-
ury is looking carefully at the EBRI analysis that | have seen, and
other analysis out there. And just common sense tells us that to
have the Government step in and provide a more attractive offer
with taxpayer money might be undercutting the very thing that all
of us want to encourage, which is the private sector to step in to
provide more and, as Mrs. Kramerich said so well, expanding the
attractiveness of pension plans, the need for all boats to rise by
having everybody have a boat, which | think should be the objec-
tive instead.

Mr. LuBick. We have been aware of that possibility from day
one. And the plan has been designed, as | say, to complement and
not compete with the private pension plans. But | don't want to
steal the President’'s thunder and lose my job. So in the next few
weeks, | hope, we will be able to discuss this with the same knowl-
edge, each of us.

Mr. PorTMAN. We look forward to hearing the thunder, but again
I have to say | am very skeptical as one member. And this is not
a partisan issue. | think it is great the President is talking about
personal accounts. | think it is great he is talking about expanding
retirement. But let's not do it by destroying the very system we are
all trying to build up. When you have half the people in America
without pensions, then put in a place a plan that could drive the
rest of the private system out of business, it seems to me to be the
wrong say to go. Rather, let's try to build up what we have—qgo
back to, as you say, that fundamentally sound concept.

Having said that, | also just have to add that, just listening to
you all today and listening to Mr. Strauss and you, | see different
perspectives. And | think Treasury, sometimes, as | wrote it down
when you were talking, focuses on who gets the tax benefit, and
looking at your testimony. And again, I am more encouraged by
what you have said in response to the question, but who gets the
tax benefit is a very interesting question.

The fundamental question has to be who gets the pension ben-
efit. And I think that is what Mr. Strauss is focused on. And |
would just respectfully submit that that ought to be the focus of all
of our efforts—you know, who is going to get more pensions, not
being too focused on what obviously hasn't worked in the past,
which is the status quo focused on tax benefits.

Mr. Lusick. | think we agree on that, Mr. Portman. | think
when | said the benefits, who gets the benefits, | meant not just
the benefits of the tax reduction but it is the result that counts.
And we are perfectly willing, in fact encourage, the expenditure of
tax monies provided the result is the increased coverage. | think
you and | are exactly in accord in stating the problem.

And 1 think it then becomes a question of evaluation of what is
the tax cost and what are the amount of benefits that are going to
be produced.

And reasonable people can certainly differ.

Mr. PorTMAN. | couldn't agree with you more. And | think that
is the discussion that | have. Just again, looking at your written
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statement, hearing your oral statement, | got a different impres-
sion. It is a matter of focus, and there are some legitimate dif-
ferences of opinion here. But | think if we focus exclusively on the
tax-benefit side and, as you say in your statement, distribution ta-
bles. And so on, we are going to lose track of where we are really
at here.

And what | think, again, Mr. Strauss was saying is, let